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EDITORIAL 


The appellate division of the supreme 
court of the state of New York on June 
13, 1930, handed down its decision in the 
case of Ultramares Corporation, appellant, against the partners 
of Touche, Niven & Co., respondents. The consequences of 
this case will be far-reaching and it is gratifying to know that 
the decision has been appealed to the court of appeals of the 
state of New York. It is of the utmost importance that a 
case of this sort should reach the highest court to which it can be 
brought, so that the decision which shall ultimately appear will 
be valuable as a precedent for future judgment and a basis of 
future procedure. The doctrines enunciated by three judges of 
the appellate division, if carried into effect, would have a vital 
bearing upon the practice of every profession. The judges who 
rendered this majority decision are John V. McAvoy, Victor J. 
Dowling and James O’Malley. The dissenting opinion by Judges 
Edward R. Finch and Francis Martin was presented at the same 
time. Judge McAvoy, who rendered the decision for the 
majority, said: 


Accountants’ Liability 
in Question 


“The defendants, public accountants, have been held liable to 
the plaintiff, to whom they owed no contractual duty through 
any contract of employment which the plaintiff entrusted to 
them. Whether a duty arises here, in the absence of direct con- 
tractual relation, out of the situation shown by the evidence, is 
the problem for solution. 

“The general principle involved, and upon which plaintiff 
relies for imposition of liability, is that if one undertakes to dis- 
charge any duty by which the conduct of others may be governed, 
he is bound to perform it in such a manner that those who are 
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thus led to action in the faith that such duty will be properly 
performed shall not suffer loss through improper performance of 
the duty or neglect in its execution. Thus, we have the buyers of 
merchandise given recovery against public weighers who were 
to make return of the weight and to furnish buyers with a copy. 
The public weighers certified the weight and the buyers paid the 
sellers on that basis. Discovery that the weight had been in- 
correctly certified as a result of defendant’s negligence was found 
to give the plaintiffs the right to the resulting damage. 

“It was decided there that the use of the certificates was not 
an indirect or collateral consequence of the action of the weighers; 
that it was a consequence ‘which, to the weighers’ knowledge, 
was the end and aim of the transaction.’ The sellers ordered, 
but the buyers were to use the certificates. Public weighers hold 
themselves out to the public as ‘skilled and careful in their calling.’ 
(Glanzer v. Shepard, 233 N. Y. 236, 238.) 

“The duty was held not to be bound in terms of contract, 
nor of privity; although arising from contract, its origin is not ex- 
clusive from that realm. If the contract and the relation are 
found, the duty follows by rule of law. Diligence—it was 
pointed out—was owing not only to the person who ordered the 
employment, but also to those who relied thereon. 

‘‘Plaintiff here is in the business of factoring. The defendants 
were engaged by Fred Stern & Co., Inc., to audit its books and ac- 
counts and certify a balance-sheet as of the end of the year 1923. 
They prepared a balance-sheet and attached it to a certificate 
signed by them, which they dated February 26, 1924. This 
balance-sheet stated that Fred Stern & Co., Inc., had a net worth 
amounting to $1,070,715.26, when the fact (as thereafter found) 
was that at the very time of this certification the firm was in- 
solvent, with impairment of thousands of dollars in its assets and 
credit and much enhancement of its reported liabilities. 

“The finding of the jury would justify a conclusion that de- 
fendants were guilty of a gross degree of negligence in their audit, 
and it is even urged that the evidence also warranted the finding 
that the balance-sheet was made up in fraud of the rights and 
obligations which accountants, engaged in public calling, would 
owe to those to whom they had reason to believe such balance- 
sheets would be exhibited for purposes of obtaining loans, ex- 
tending credit or to induce the sale of merchandise. 

“The evidence showed that these accountants knew for four 
years that their client (Fred Stern & Co., Inc.) wasa borrower from 
banks in large sums; that these banks required certified balance- 
sheets as a basis for making loans; and that Fred Stern & Co., Inc., 
would require these certified balance-sheets for continuing existing 
loans and securing new loans. So that this might be done, some 
thirty-two original counterparts of the certified balance-sheet 
were requested by the client, Fred Stern & Co., Inc., and fur- 
nished by the accountants (defendants). 
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‘The jury’s verdict thus imports that defendants knew that 
the certified balance-sheets would be used by Fred Stern & Co., 
Inc., for the purpose of procuring loans, and that the very 
purpose of employment in the transaction between Fred Stern & 
Co., Inc., and Touche, Niven & Co., the accountants, was to 
allow Fred Stern & Co., Inc., to bring it about through these 
balance-sheets. This results: that loans on the faith thereof 
would be made by persons who would be governed by its declara- 
tions. Financial statements in the course of trade have come to 
be used customarily for the purpose of securing credit, and ac- 
countants indicate in their public advertisements that makers 
of loans should require the safeguard of an independent audit pre- 
pared by public accountants, so a corelative obligation is placed 
upon them. It is their duty—if they do not wish their audit to 
be so used—to qualify the statement of their balance-sheet and 
the certificate which accompanies it in such a way as to prevent 
its use. One cannot issue an unqualified statement which will 
be so used, and then disclaim responsibility for his work. 

‘Banks and merchants, to the knowledge of these defendants, 
require certified balance-sheets from independent accountants, 
and upon these audits they make their loans. Thus, the duty 
arises to these banks and merchants of an exercise of reasonable 
care in the making and uttering of certified balance-sheets. 

“The facts here are brought within the rule in the case of 
International Products Co. v. Erie Railroad Co. (244 N. Y. 331) 
that ‘there must be knowledge, or its equivalent, that the in- 
formation is desired for a serious purpose; that he to whom it is 
given intends to rely and act upon it; that if false or erroneous he 
will, because of it, be injured in person or property. . . . The 
relationship of the parties, arising out of contract or otherwise, 
must be such that in morals and good conscience the one has the 
right to rely upon the other for information, and the other giving 
the information owes a duty to give it with care.’ 

“The certificate which these accountants attached to the 
balance-sheet reads: 


““*ToucHE, NIVEN & Co., 
‘Public Accountants, 
‘Eighty Maiden Lane, 
‘New York. 
‘February 26, 1924. 


‘CERTIFICATE OF AUDITORS. 


‘We have examined the accounts of Fred Stern & Co., Inc., for the year ended 
December 31, 1923, and hereby certify that the annexed balance-sheet is in 
accordance therewith and with the information and explanations given us. 
We further certify that, subject to provisions for federal taxes on income, the 
said statement, in our opinion, presents a true and correct view of the financial 
condition of Fred Stern & Co., Inc., as at December 31, 1923, 
‘ToucHE, NIvEN & Co., 
‘Public Accountants.’ 


83 

















The Journal of Accountancy 








‘“‘From this certificate and the findings made by the jury which 
are entitled to be held conclusive in behalf of the plaintiff there is 
established: that the defendants knew that the result of the audit 
would be used by Fred Stern & Co., Inc., to represent its financial 
condition to persons from whom Fred Stern & Co., Inc., might 
seek to borrow money, and that the balance-sheet would be 
relied upon by such persons as indicating the true financial con- 
dition of Fred Stern & Co., Inc.; that defendants, in exercising 
their public calling as auditors, did not exercise that care and skill 
required of them, but acted in a negligent and careless manner, as 
a consequence of which the balance-sheet made by them was in- 
correct, and that such negligence was the proximate cause of the 
loss sustained by plaintiff, i. e., that there was a causal relation 
between the neglect and the loss sustained which could reasonably 
have been anticipated, and that the presentation of the balance- 
sheets, as certified by defendants, was the inducing cause for 
making these loans to Fred Stern & Co., Inc., which plaintiff 
made, and that the loss was not caused by reason of any change 
in the financial condition of Fred Stern & Co., Inc., from the time 
of the presentation of the audit to the plaintiff, or because of any 
reliance of plaintiff on other intervening causes; and that plain- 
tiff’s conduct was free from contributory negligence; and we there- 
fore conclude that a liability was properly found, arising out of a 
duty owed by the defendants to plaintiff not to misrepresent, 
wilfully or negligently, the financial condition of Fred Stern & 
Co., Inc., and that the judgment for the plaintiff was correct 
and should not have been set aside. 

“That the particular person who was to be influenced by 
defendants’ act was unknown to the defendants is not material 
to a right to recovery, for it is not ‘necessary that there should be 
an intent to defraud any particular person.’ In this case there 
was no mere casual representation made as a matter of courtesy; 
there was a certificate intended to sway conduct. There was 
‘the careless performance of a service which found in the words 
of a certificate its culmination and its summary.’ Here is an act 
performed carelessly, intended to influence the actions of third 
parties, and one that reasonably might be expected, when care- 
lessly performed, to cause substantial loss. 

““A duty exists towards those whom the accountants know 
will act on the faith of their certificates. The loss occurring 
here was the very result which reasonably was to be anticipated 
if the balance-sheet was carelessly prepared. 

“While negligence was established and was the proximate 
cause of the loss, and, as we have seen, the duty arose out of this 
situation which, while not contractual, was, nevertheless, a 
ground of liability, yet we do not think that there was sufficient 
proof upon which to found a liability in fraud. We think that 
there was no error, at the close of the entire case, in the court’s 
decision to dismiss the second cause of action based upon that 
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ground. Misjudgment, however gross, or want of caution, 
however marked, is not fraud. The mere breach of duty or the 
omission to use due care is not fraud. Intentional fraud, as 
distinguished from a mere breach of duty or the omission to use 
due care, is an essential factor in an action for deceit. (Kountze 
v. Kennedy, 147 N. Y. 124.) 

“We think that there was a proper conclusion with respect 
to damages. The amount of cash loans made to Fred Stern & 
Co., Inc., with interest thereon, credited with all monies repaid 
or collected by plaintiff, whether through voluntary action or 
suit, without deduction of costs of collection, was the approximate 
damage, and while other proof of damage was excluded by the 
trial court, no appeal has been taken by plaintiff which raises a 
construction of that rule. 

‘‘The judgment and order appealed from should therefore be 
modified by reversing so much thereof as sets aside the verdict and 
dismisses the amended complaint as to the first cause of action, 
and by directing that the verdict be reinstated and judgment 
entered thereon with costs to the plaintiff, and as so modified 
affirmed without costs.”’ 


The dissenting opinion reads as follows; 


“‘ Assuming that the defendants may be 
held liable for the negligence of their 
employees where they undertake a duty to a definite plaintiff 
(Glanzer v. Shepard, 233 N. Y. 236), or to a definite class (Doyle 
v. Chatham & Phenix National Bank, 253 N. Y. 369), yet, for 
the following reasons, the defendants are not liable to this plain- 
tiff: first, because they undertook to make only a ‘balance- 
sheet audit’ at the request of their client; second, because in 
their certificate the defendants purported only to furnish their 
opinion based upon an examination in connection with ‘the in- 
formation and explanations given us.’ But even more important, 
the defendants furnished such a report and certificate without 
reference to any particular person or class of persons. 

‘The plaintiff seeks to liken the facts in the case at bar to a case 
where the defendants were to make an audit which to their knowl- 
edge was for a definite plaintiff, to induce such plaintiff to make 
loans thereon. (Glanzer v. Shepard, supra.) ‘This record does 
not sustain such a contention. The courts have not gone to the 
length of holding that defendants in a case like the case at bar 
can be held liable in negligence to the whole world, or, as has 
been aptly said, liable for ‘negligence in the air.’ 

“In other words, not only the purpose for which the statement 
is to be used, but the person or class of persons who is to rely 
thereon, must be definite to the knowledge of the defendants. 
The plaintiff relies upon the stipulation in the record that the 
defendants ‘knew generally that these reports would be used as 
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financial statements to banks or to creditors or to stockholders 
or to purchasers or sellers.’ In accordance with the authorities, 
this general knowledge is not sufficient. 

“‘As Judge Andrews said in International Products Co. v. Erie 
R. R. Co. (244 N. Y. 231), speaking of the information given, 


“that he to whom it is given intends to rely and act upon 
it; that if false or erroneous he will because of it be injured 
in person or property.’ 


In Courteen Seed Co. v. Hong Kong & Shanghai Banking Corpora- 
tion (245 N. Y. 377), Judge Pound writes: 


“It (the defendant) did not deal with appellant, had no 
relations with it and was under no duty of care to it.’ (See 
also Savings Bank v. Ward, 100 U.S. 195.) 


“The professional man, be he accountant or otherwise, cer- 
tifies for his client and not for all the world. If the client makes 
it clear to such a man that the statement is to be used in a particu- 
lar transaction in which a third party is involved, such circum- 
stances should create a duty from the professional man to such 
third party. If the accountant is to be held to an unlimited 
liability to all persons who may act on the faith of the certificate, 
the accountant would be obliged to protect himself by a verifica- 
tion so rigid that its cost might well be prohibitive and a limited 
but useful field of service thus closed to him. The smallness of 
the compensation paid to the defendants for the services requested 
is in striking contrast to the enormity of the liability now sought 
to be imposed upon them. If in the case at bar the plaintiff had 
inquired of the accountants whether they might rely upon the 
certificate in making a loan, then the accountants would have 
had the opportunity to gauge their responsibility and risk, and 
determine with knowledge how thorough their verification of the 
account should be before assuming the responsibility of making 
the certificate run to the plaintiff. 

“It also appears in the case at bar that the loss of the plaintiff 
resulted because of its own contributory negligence in failing 
to check the collateral. (Craig v. Anyon, 212 App. Div. 55; 
aff'd 242 N. Y. 569.) 

“‘In so far as the claim of actual fraud is concerned, there is 
no proof in this record sufficient to support such a finding by a 
jury. The court, therefore, properly dismissed this cause of 
action. (Civil practice act. section 457-a.) This is so, even 
assuming that personal connivance and fraud on the part of the 
employees of defendants could be held within the scope of the 
authority given to these employees by the defendants, which at 
least is doubtful. (Henry v. Allen, 151 N. Y. 1; Credit Alliance 
Corp. v. Sheridan Theatre Co., 241 N. Y. 216; Martin v. Gotham 
Nat'l. Bank, 248 N. Y. 313.) 

“It follows that the judgment and order should be affirmed.” 
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We print the two opinions in full be- 
cause of the tremendous effect which 
either will have upon the future of all 
professional work. If the majority opinion is allowed to stand it 
is impossible to foresee its full consequence, but this much seems 
certain, that a professional man, be he lawyer, physician, ac- 
countant, architect, engineer or any other, will hesitate to express 
any opinion whatsoever in a positive way lest some third, fourth 
or one-hundredth person, not specifically contemplated at the 
time of the rendering of the opinion, may suffer or believe that he 
has suffered unduly and therefore demand from the professional 
man a “full, sufficient and perfect’’ satisfaction. An illustration 
of the way in which the dictum of the majority of the appellate 
division, if applied, as it would necessarily be applied, in all pro- 
fessions if it were applied in one, can be found in a hypothetical 
case. Let us suppose that a lawyer is called in to express an opin- 
ion as to the effect of certain obligations assumed in a contract 
between two stock-ownership corporations. The client of the 
lawyer is one of these corporations. The lawyer, after reviewing 
the contract in its express terms, believes that it is sufficiently 
binding to protect the interests which his client desires to protect. 
For the sake of argument let us admit that the lawyer in making 
this review has overlooked some weakness which might have been 
discovered if he had had reason to suspect fraudulent intent on the 
part of the other corporation and let us suppose that the courts 
would consider this negligence. Subsequently, the weakness in the 
contract appears and the client corporation suffers the loss of 
substantial business and may ultimately find its way into bank- 
ruptcy because of the operations of a contract not sufficiently 
protective. Is it to be supposed that a bank which has lent 
money to the client corporation can demand and recover from 
the lawyer whose advice was erroneous the full extent of its 
financial loss? Of course every lawyer knows that such*a 
doctrine does not prevail. Or suppose that a physician is called in 
to diagnose a case and he dismisses it, without sufficient investi- 
gation, as simply a case of chicken pox. In the course of a few 
days it develops that the disease is small pox and the house in 
which it occurs is quarantined and becomes in the public estima- 
tion a pest house. There is an important property damage which 
might have been avoided if thedisease had been originally properly 
diagnosed and the patient removed before publicity attended the 
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matter. If the doctrine of the majority opinion of the appellate 
division were to prevail the owner of the house could recover from 
the physician who rendered the opinion satisfaction for the finan- 
cial loss attendant upon the occurrence of the disease. 


We are not at the present time directly 
concerned with the question of negli- 
gence which is raised in the case. It is 
gratifying to see that the decisions in every court brush aside all 
question of fraud. The worst that is admitted in any decision is 
negligence, and this the defendant denies. For the purpose of 
procuring the most far-reaching opinion of the courts it might 
perhaps be as well if the question of negligence were involved, 
because in time to come it is inevitable that there will be cases 
involving even gross negligence wherein the courts will be called 
upon to adjudicate points of financial responsibility. Where 
there is no negligence it does not seem to us conceivable that any 
court of competent jurisdiction would for a moment hold an 
accountant responsible for a failure to discover something which 
he could not reasonably be expected to discover. There is legal 
precedent for such an assertion. Where, however, there is accusa- 
tion of negligence, whether well-founded or not, it is still doubtful 
whether a professional man is responsibile for the effects of his 
advice, but we must all admit that it is the duty of the courts to 
determine the extent of that financial responsibility if such re- 
sponsibility there be. The moral responsibility is one which will 
probably not be called in question. It is the duty of every pro- 
fessional man, as we are firmly convinced the defendants in the 
present suit did not fail to recognize, that fair, impartial and 
frank expression of the truth must be made. 


Responsibility Where 
Negligence is Alleged 


The brief which was filed on behalf of 
the American Institute of Accountants, 
as amicus curie, was prepared by 
Messrs. Covington, Burling and Rublee, counsel of the American 
Institute of Accountants, and presented by Messrs. Coudert 
Brothers, of the New York bar. This brief agrees to a great 
extent with the opinion rendered by the minority of the appellate 
division. It concerns itself solely with the question as to 
whether there was or was not any privity of interest between 
the accountants and the bankers who advanced money to 


Institute’s Brief on 
Privity of Interest 
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Fred Stern & Co., Inc. We are inclined to think that an 
equally important question in the case is the whole matter of 
professional liability even where negligence is said to exist 
or even where it is found to exist. It is all very well to say that 
a man should not render an opinion which he is not prepared to 
support to the extent of his financial responsibility, but if this 
were carried to its logical conclusion it would become necessary 
for every professional man to divest himself of all financial re- 
sponsibility, because, however careful he might be he could be 
found, by some court, negligent in the performance of his duty 
and thereby financially liable. The brief presented on behalf of 
the American Institute of Accountants was an able exposition of 
the case which seems to us to deal comprehensively with the 
points raised in the majority opinion of the court and to dispose of 
them completely. The following extracts from the brief are of 
special application: 


STATEMENT 


‘This brief is directed solely to the question of whether there 
was any privity between the plaintiff and defendants, whereby it 
could have been held that the defendants had been guilty of a 
breach of duty to the plaintiff. 

‘Accountants are engaged by a corporation to examine its 
accounts and prepare a balance-sheet. The accountants do so, 
and give their certificate attesting to the examination and certify- 
ing that the balance-sheet ‘is in accordance therewith and with 
the information and explanations given us,’ and that it presents 
in the accountants’ opinion a true and correct view of the cor- 
poration’s financial condition. ‘The accountants are not informed 
that the balance-sheet and certificate are to be presented to the 
plaintiff or that they are to be used for any particular purpose, 
but the accountants know generally that the report will be used 
as a financial statement to banks or to creditors or to stockholders 
or to purchasers or sellers. The plaintiff advances money to the 
corporation relying upon the correctness of the balance-sheet and 
certificate of the defendants. The corporation is adjudged a 
bankrupt, and some of the moneys advanced are not repaid to the 
plaintiff. If the balance-sheet was incorrect and if the account- 
ant was negligent in preparing it, can such a plaintiff recover his 
losses from the accountant? 

‘The American Institute of Accountants, which contains within 
its membership persons in all parts of the United States who are 
engaged in the practice of accountancy, is interested in this 
question. It submits this brief as amicus curiae, in support of the 
decision of the court below, where it was held that there existed 
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no privity between the lender and the accountants whereby the 
lender could complain of the breach of any legal duty. 

“This brief does not deal with the question of whether or not in 
fact there was negligence by the accountants; whether such 
negligence if it existed was the proximate cause of the plaintiff's 
loss; the possible effect of intervening fraudulent acts of Stern, 
or the effect of contributory negligence by the plaintiff. 


“POINT I 


‘“THE ACCOUNTANT SHOULD NOT BE LIABLE TO ONE WHO IS UN- 
KNOWN TO HIM. 


“The professional man who certifies to the correctness of a 
statement, be he lawyer, abstractor, surveyor, weigher, tester, or 
accountant, does so for his client or employer, not for all the world. 
If the client or employer makes it clear to the professional man 
that the statement is to be used in a particular transaction in 
which a third party is involved, the circumstances may create a 
duty from the professional man to such a third party. But it is 
difficult to imagine any circumstances which would place upon 
the professional man who furnishes a certificate a duty to all 
persons into whose hands the certificate may find its way. 

“Such a theory would in effect make the certificate a quasi 
negotiable instrument passing from hand to hand and entitling 
the bearer to damages against the professional man. 

‘‘ If such a rule should be adopted it would be impossible for the 
professional man to determine what his fee should be for making 
the certificate, since he would have no means of determining the 
possible extent of his responsibility. 

‘‘An accountant must always determine how thorough his 
verification of accounts is to be. There is always an element of 
discretion in his work. If his certificate 1s merely for the security 
of the person who employs him, the accountant may be justified in 
accepting information from such person which he should not pass 
without further verification if he is informed that a third party is to 
act on the certificate. There is always a point at which the degree 
of verification should stop in order to prevent the cost of an audit 
from being out of all proportion to reason, and this point is to be 
determined in each case largely by the relationship between the 
accountant and his client and the definite use to which the ac- 
countant knows the certificate is to be put. If the accountant 
were to be held to an unlimited liability to all persons who may 
act on the faith of the certificate, the accountant would be put 
under an enormous responsibility and would be obliged to protect 
himself by a verification so rigid that its cost would usually be 
prohibitive. 

“Counsel for the appellant argue that the accountants in the 
case at bar might by appropriate language have limited their 
obligation to their employer, and not having done so their obliga- 
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tion became unlimited (appellant’s brief, page 68). Such an 
argument leads nowhere, for the converse is just as logical and is 
more in accordance with sound business practices. If the plain- 
tiff in the case at bar had wished to rely upon the accountants’ 
certificate as a basis for making the loan, the plaintiff could readily 
have demanded from the borrower a certificate running to the plaintiff. 
The certificate the defendants had given their client stated that 
the balance-sheet was in part in accordance with ‘the information 
and explanations given us.’ Had the plaintiff asked that the cer- 
tificate run to its benefit it is reasonable to believe that the plain- 
tiff would have been informed what the ‘information’ and ‘expla- 
nations’ were, or that the accountants would have stated how 
thorough their verification of accounts had been and whether 
they thought the verification sufficient for plaintiff’s purposes. If 
such a certificate had been obtained a basis would have been 
established for claiming that the accountants owed a duty to the 
plaintiff, and the accountants, learning the definite purpose for 
which the certificate was required could have gauged their re- 
sponsibility and risk and could intelligently have determined how 
thorough their verification of accounts should have been before 
making a certificate to the plaintiff. 

‘We shall endeavor to show in the following pages of this brief 
that the decision of the court below is consistent with the decisions 
in this state and with the law generally on the subject, and that 
liability for negligence by a professional man in preparing a 
certificate is not extended to persons who were unknown to him. 


“POINT II 


“THE NEw YORK DECISIONS RELIED ON BY APPELLANT CAN 
READILY BE DISTINGUISHED. 


“In their brief (p. 79) under the heading ‘The Law’ counsel 
for the appellant say: 


“‘*The leading cases in this state are Glanzer v. Shepard, 
233 N. Y. 236, and International Products Co. v. Erie R. R. 
Co., 244N. Y. 331.’ 


“In Glanzer v. Shepard, 233 N. Y. 236, Bech Van Siclen & 
Company had sold to the plaintiff 905 bags of beans, to be paid 
for in accordance with weight sheets certified by public weighers. 
The seller requested the defendants, who were public weighers, 
to make a return of the weight and to furnish the buyers with 
a copy. The return of the weighers recited that it had been 
made by order of Bech Van Siclen & Company ‘for G. Bros.’ 
(the plaintiffs). The weighers sent one copy to the seller (the 
plaintiffs). The court said, 


‘**The plaintiffs’ use of the certificates was not an indirect 
or collateral consequence of the action of the weighers. It 
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was a consequence which to the weighers’ knowledge, was 
the end and aim of the transaction. * * * They sent a copy to 
the plaintiffs for the very purpose of inducing action.’ 


“In International Products Co. v. Erie R. R. Co., 244. N. Y. 331, 
the plaintiff, an importer, was expecting a consignment of goods 
by steamer. It arranged with defendant, a common carrier, to 
receive them on its lighters, transfer them to its warehouse docks 
and then ship them upon order. After the steamer arrived the 
plaintiff inquired of the defendant where the goods were to be 
stored and stated to the defendant that it desired this information 
for the purpose of obtaining insurance. The defendant, taking 
time to obtain the required information, replied that they were 
docked at dock F, Weehawken. The plaintiff obtained its 
insurance, passing on to the insurer the information given to it by 
the defendant. As a matter of fact the goods had not been 
received by defendant, when it gave plaintiff the information, 
and when they were subsequently received one-half of them were 
stored at dock D, which dock with the goods thereon was sub- 
sequently destroyed by fire. Plaintiff could not recover its insur- 
ance because of the misdescription and sued defendant for its 
negligent statement. 

“These cases can readily be distinguished from the case at bar. 
In each of them the defendant dealt directly with the plaintiff, 
and had actual and exact knowledge of the purpose for which the 
information was to be given the plaintiff. In the case at bar the 
defendants did not deal with the plaintiff, had no knowledge that 
the certificate was obtained for the purpose of obtaining a loan 
from the plaintiff, and in fact had no knowledge of the plaintiff in 
the transaction. 


“POINT III 


“SAVINGS BANK V. WARD, 100 U.S. 195, COMPLETELY SUSTAINS 
THE DISTINCTION MADE BY THE COURT BELOW. 


“Counsel for the appellant contend that the fact that it was 
stipulated 


‘that they (defendants) knew generally that these reports 
would be used as financial statements to banks or to creditors 
or to stockholders or to purchasers or sellers’ (fol. 581), 


was sufficient to make the respondents liable to any person who 
might lend money on the strength of the report, and, at page 93 
of their brief, the appellant’s counsel say: 


‘‘*We are confident that no authority will be cited by de- 
fendants which supports the claim that they are without any 
duty toward those who they know will act upon the faith of 
their certificates, or that distinguishes between cases where 
the defendants have knowledge that an individual plaintiff 


92 














Editorial 








will act or that some member of a class, of which the plaintiff 
is one, will act upon their certificate.’ 


“In making this broad statement counsel overlook the decision 
of the supreme court of the United States in Savings Bank v. 
Ward, 100 U.S. 195, a case which is of particular interest in that 
it was cited and quoted with approval, or at least with acquies- 
cence, in Glanzer v. Shepard, 233 N. Y. 236, upon which appellant 
relies. 

“In that case the defendant, an attorney, was employed by 
Chapman to examine Chapman’s title to certain real estate. In 
pursuance of such employment the defendant gave Chapman, 
who paid him therefor, a certificate of title wherein the defendant 
certified that Chapman had good title to the real estate and that 
it was unencumbered. With the aid of this certificate Chapman 
obtained a loan from the plaintiff bank upon the security of the 
property named in the certificate. The defendant attorney was 
negligent in that he had overlooked a deed executed by Chapman 
and recorded shortly prior to the date of his certificate, by which 
deed Chapman had conveyed the property covered by the certifi- 
cate to a third party so that Chapman had no title. The plain- 
tiff’s security therefore was of no value, and the plaintiff claimed 
damages as a result of the negligence of the defendant. Suit was 
thus brought by the plaintiff bank against the defendant attorney. 
The action was dismissed, the court saying, at page 205: 


‘‘ .. the difficulty in the way of the plaintiffs is that they 
never employed the defendant to search the records, examine the 
title, or make the report, and 1t clearly appears that he never 
performed any such service at their request or in their behalf, 
and that they never paid him any thing for the service he did 
perform in respect to that transaction; nor is there any evidence 
tending to show any privity of contract between them and the 
defendant, within the meaning of the law as expounded by the 
decisions of the court.’ 


‘‘The especial significance of this decision, in view of the state- 
ment of appellant’s counsel, lies in the fact that there, as is con- 
tended in the case at bar, the defendant had every reason to be- 
lieve that the certificate would be used as the basis of a loan. 
Thus the evidence for the defendant showed 


“that the said Chapman did not communicate to the defendant 
for what purpose he wanted the certificate; but that, unless a 
contrary opinion were expressed, he, defendant, would have 
supposed from the usual course of business, knowing Chapman 
to be the owner of the property about to be examined, that the 
certificate was obtained for the use of a prospectwe lender or 
purchaser.’ (See page 8 of the record in that case which is 
found in volume 7 of the transcript of records of the supreme 
court for the October term, 1879, at page 5123.) 
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“The plaintiff's first prayer for instructions was: 


“Tf the jury shall find from the evidence that the de- 
fendant held himself out to the public asa person skilled in the 
examination of titles to real estate in the District of Columbia 
and that he was employed as such skilled examiner of titles 
aforesaid by Leonard S. Chapman to examine the titles to the 
property in question, that as a result of said examination 
the defendant gave to the said Chapman who paid him 
therefor the two certificates in evidence, the defendant know- 
ing that he thereby enabled the said Chapman to get credit from 
the public as the owner of the property so certified by the de- 
fendant to be the unencumbered property of the said Chapman; 
and if the jury shall further find that the plaintiff gave credit 
to the said Chapman upon the faith of the said certificate; 
then the jury are instructed as a matter of law that these 
facts confer upon the plaintiff a legal right to maintain his 
action although no contract relations existed between him 
and the defendant.’ 


This prayer was denied, and the plaintiff excepted. See page 8 
of the record referred to. 

“It is noteworthy that this case was not allowed to go to the 
jury. The record shows that a verdict was directed for the 
defendant. And it was this directed verdict that was affirmed by 
the supreme court. 

“‘It is not necessary to go to the record, however, to ascertain 
that the supreme court passed on the question of whether liability 
was established by the general understanding of the attorney that 
the certificate would be used as the basis of a loan. In the dis- 
senting opinion occurs the direct statement: 


‘“**Ward was employed by Chapman to examine and certify 
to the title toa certain lotin Washington. The circumstances 
were such as ought to have satisfied him that hts certificate was 
to be used by Chapman in some transaction with another person 
as evidence of the facts certified to.’ 


‘“‘But, as has been stated, the majority of the United States 
supreme court held that this was not sufficient to establish liability 
for negligence to persons who might rely on the certificate as 
evidence of such facts, since the defendant ‘never performed any 
such service at their request and in their behalf,’ and since there 
was ‘no evidence tending to show any privity of contract between 
them and the defendant.’ 

“This decision is also interesting in that it distinguished the 
cases of poisoning, etc., where, the act of negligence being im- 
minently dangerous to the lives of others, the wrong-doer is liable 
to the injured party, whether there is any contract relationship 
between them or not. 
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“POINT IV 


‘““MANY DECISIONS INVOLVING ACCOUNTANTS, ABSTRACTORS, 
TESTERS, INSPECTORS AND ARCHITECTS SUSTAIN THE PROPOSITION 
THAT AN ACTION FOR NEGLIGENCE IN A CERTIFICATE CAN ONLY BE 
MAINTAINED WHERE THERE IS PRIVITY. 


“In Landell v. Lybrand, 264 Pa. 406, public accountants were 
employed by a corporation to audit its books. The plaintiff 
Landell bought eleven shares of stock in the corporation on the 
strength of the report prepared by the accountants as to assets 
and liabilities of the corporation. The report of the accountants 
had been shown to the plaintiff by one who suggested that the 
plaintiff buy the stock. The report was alleged to be untrue and 
the plaintiff, having relied on the report, claimed damages. For 
the purposes of the decision the allegations of the complaint were 
taken astrue. The court held that there was no duty owed to the 
plaintiff and therefore there was no liability. 

“In Day v. Reynolds, 23 Hun. 131, one O’Donnell, by his agent 
Winslow, applied to the plaintiff for a loan to be secured by a 
mortgage on certain property which O’Donnell claimed to own. 
The plaintiff told the agent to procure a proper search from the 
county clerk’s office and if the property was clear the loan would 
be made. The search was made by defendant, who was paid for 
his services by O’Donnell. The defendant did not know for what 
purpose the abstract was obtained. The abstract showed the 
title to be good, and a loan was made to O’Donnell by plaintiff 
on the faith of the abstract. At the time of making the search 
and lending the money there was on record a deed from O’Don- 
nell, conveying the land to a third party, which deed was not 
mentioned in the search. Because of this deed plaintiff was 
unable to collect his money on the mortgage, and O’ Donnell was 
insolvent. It was held that as the defendant had no knowledge 
that the abstract was obtained for the purpose of getting a loan 
the defendant was not liable. 

‘In Glawatz v. Peoples Guaranty Search Co., 49 App. Div. 465, 
defendant prepared and furnished to one Peacock upon his re- 
quest an abstract of title to certain premises owned by Peacock. 
The certificate ran to Peacock, his heirs, devisees and grantees, 
and to Eastern Building and Loan Association, mortgagee. The 
abstract contained a statement to the effect that a certain mort- 
gage on the premises was for $3,000. In fact this mortgage was 
for $3,200. Subsequently Peacock conveyed to Bane, and Bane 
conveyed to the plaintiff, to whom the abstract was delivered. 
In completing her purchase, in consequence of the erroneous state- 
ment referred to above, plaintiff paid $200 in excess of what she 
otherwise would have paid. The court held there was no duty 
owing from the defendant to the plaintiff, and refused to allow a 
recovery. 
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“In Talpey v. Wright, 61 Ark. 275, one Rhea applied to the 
defendants for an abstract of title to certain land owned by him, 
and defendants furnished him with such an abstract. On the 
faith of the abstract an investment company loaned Rhea $2,100, 
and took his notes secured by a trust of the land covered by the 
abstract. After the loan had been accepted by the investment 
company the defendants completed the abstract of title by noting 
the deed of trust made by Rhea to secure the notes. Through 
neglect of the defendants there was a mistake in the certificate. 
The plaintiff bought from the investment company the notes 
secured by the deed of trust but before buying them demanded a 
title abstract. The investment company exhibited to the plain- 
tiff the abstract prepared by the defendant and on the faith of that 
the plaintiff bought the notes. The plaintiff, the purchaser of 
the notes, sued the abstractor but the court refused to allow 
recovery on the ground that there was no privity. 

“In National Iron and Steel Co. v. Hunt, 312 Ill. 245, the 
defendants held themselves out as expert inspectors and testers of 
construction and building materials. At the request of plaintiff's 
vendor, they made for plaintiff’s vendor an inspection of re-laying 
rails and issued a certificate of inspection to plaintiff's vendor. 
Plaintiff purchased the rails from the party to whom the certifi- 
cate had been issued, and relied on the certificate. Defendants 
did not deliver a certificate to the plaintiff, nor were they advised 
that the plaintiff was going to rely on theirinspection. The rails 
turned out to be of a poorer grade than the certificate stated and 
plaintiff sued the inspectors. It was held that there could be no 
recovery. 

“In Gordon v. Livingston, 12 Mo. App. 267, Livingston in- 
spected some wheat for Empire Mills, and certified that he had 
inspected for account of the Empire Mills out of a certain grain 
elevator into a certain barge 20,000 bushels of number one, red 
winter wheat. He was employed by the Empire Mills and gave 
his certificate to them. They had sold the wheat to the plaintiff, 
and it was loaded in a barge to be shipped to the plaintiff. By 
the recognized custom of the trade, the certificate of inspection 
accompanied the draft sent the purchaser of the grain, who usually 
accepted and paid the draft without inspecting the grain. The 
plaintiff paid the draft which accompanied Livingston’s certificate 
on the faith of the certificate and without examining the wheat. 
The certificate was incorrect, and the plaintiff sued Livingston for 
negligence. The court held that no duty was owed by Livingston 
to the plaintiff and that therefore he was not liable. 

“In Le Lievre v. Gould (1893) 1 Q. B. 491, an owner of land 
agreed to convey to a builder certain land for an annual rental of a 
fixed amount, the builder agreeing as a condition precedent to the 
conveyance to erect two dwellings thereon to the satisfaction of 
the owner or his architect. The owner employed defendant as 
his architect who agreed to give certificates from time to time as 
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to the progress of the work. The owner arranged to have a third 
person lend a specified amount to the builder to build the build- 
ing, such loan to be secured by mortgage from the builder to the 
third person. The owner gave to the architect a schedule of ad- 
vances to be made under the mortgage as the work progressed. 
Thereafter the mortgage was executed. The architect was 
negligent in giving incorrect certificates as to the progress of the 
work. The mortgagee who relied on them in making advances 
was damaged and entered suit against the architect. The suit 
was dismissed because there was no privity of contract between 
the architect and plaintiff and no duty owed by the architect to 
the plaintiff, Lord Ersher, M. R., saying: 


‘** A man is entitled to be as negligent as he pleases towards 
the whole world if he owes no duty to them.’ 


‘Other cases to the same effect are Thomas v. Guaranty Title & 
Trust Co., 81 Ohio St. 432; Equitable Building and Loan Associa- 
tion v. Bank of Commerce and Trust Co., 118 Tenn. 678; and 
Lockwood v. Title Insurance Co., 130 N. Y.S. 824. 


** CONCLUSION 


‘It is therefore respectfully submitted that the decision of the 
court below was correct and should be affirmed, on the ground that 
there was no such duty from the defendants to the plaintiff as 
would allow a recovery. 

‘“*Dated, May 12, 1930. 

‘‘ Respectfully submitted, 
‘* AMERICAN INSTITUTE OF ACCOUNTANTS 
“‘As Amicus Curie 
“By CouDERT BROTHERS, 
‘* Attorneys. 
““FREDERIC R. COUDERT, 
““MAHLON B. DOING, 
‘““No. 2 Rector St., New York City. 
“and 


“J. Harry COVINGTON, 
‘‘SPENCER GORDON, 
‘‘Union Trust Building, Washington, D. C., 
“Of Counsel.” 


Inasmuch as the matter is now in a sense 
sub judice, awaiting a hearing and 
decision by the court of appeals, it 
might be improper to analyze in detail the process of reasoning 
by which the majority members of the appellate division 
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reached their decision. On the one point of financial responsi- 
bility it may be proper to point out that the professional man 
who assumes a responsibility to all the world, as Judge Walsh in 
the lower court very appropriately described it, would have to 
charge fees for his services sufficient to cover any possible assess- 
ment of damages, and, inasmuch as responsibility to all the world 
is a fairly comprehensive matter, it would seem that the fees 
charged in any case should be all the money in the world—which, 
of course is reductio ad absurdum. It is known that the Ameri- 
can Institute of Accountants hopes to be permitted to appear as 
amicus curie before the court of appeals in its effort to main- 
tain its contention. Until that appeal shall have been heard we 
refrain from further comment. 


In THE JOURNAL OF ACCOUNTANCY for 
June, 1930, appeared an editorial note 
advocating the introduction of political 
economy as a subject in all accounting examinations for C. P. A. 
certification or for admission to the Institute. In the course of 
that editorial it was stated that Maryland was the only state 
which had an examination in political economy. This statement 
was incorrect. In at least two other states, Michigan and 
Wisconsin, there is examination in this subject. We extend 
thanks to correspondents who have brought this maiter to 
attention and apologize for forgetfulness. 


Economics and 
Accountancy 
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Margin Transactions and Law 
By L. L. Briccs 


The general upward trend of the stock market for the past few 
years and the sudden debacle of last October have focused the at- 
tention of business men upon the stock exchange and its activities. 
Among these activities, those carried on by the stockbroker are of 
fundamental importance because he bridges the gap between 
buyers and sellers of securities. In performing his duties, it is 
necessary that he handle large amounts of money and stocks for 
customers who deal on a margin basis. This places him in a posi- 
tion of considerable responsibility and makes his legal status a 
subject worthy of consideration. 

In our present economic system there is need of a method by 
which one can purchase and sell stocks largely on credit. The 
stockbroker undertakes to supply this need by dealing with 
securities on margin for customers. In case of a “‘long’’ purchase 
the customer places in the hands of the broker a certain percentage 
of the purchase price, with the understanding that the broker will 
furnish the remainder needed to make the purchase. Since the 
latter is able to supply only a small part of this money, the major 
part of it, usually about eighty per cent, is raised by pledging the 
stock. Then he must carry the stock until the customer orders it 
sold or delivered. If it is sold the broker deducts from the selling 
price the amount of the advances and all charges and turns the 
balance over to the customer. Should the customer decide to 
take the stock, he may do so upon reimbursing the broker for the 
advances and charges. If before sale or delivery the market price 
declines, the broker may call for more margin, so that he will run 
no risk of loss should the price fall more than the original margin. 
If the customer fails to put up the additional margin demanded, 
the broker may sell on the open market, deduct his advances and 
charges from the proceeds and transfer the balance to the cus- 
tomer. 

The ‘‘short” sale differs in some respects from the “‘long’”’ pur- 
chase. In this type of margin transaction, the customer orders the 
broker tosell stock which the customer does not own, and, of course, 
can not deliver, and deposits a cash or a security margin. In order 
that the delivery may be made, the broker, if he has it, may lend 
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the customer the stock sold and keep the money received as secur- 
ity. Usually, however, the broker has none of the stock in his 
possession, so he borrows it in order to make the delivery and pays 
the market value thereof to the lending broker. Should the price 
rise the broker may call for more margin and if it is not forth- 
coming he may purchase stock in the open market to cover the 
loan, and, after deducting the charges, return the balance of the 
margin to the customer. 

The legal effect of the dealings between stockbroker and cus- 
tomer is based, in part, upon custom (Richardson v. Shaw (1908) 
209 U. S. 365). According to Chief Justice Rugg in Hall v. 
Paine (1916) 224 Mass. 262: 


Doubtless, when one employs another to trade for him in a particular 
market, he impliedly authorizes the dealings to be conducted according to 
the established usages of that particular market, whether he knows them 
ornot.... 


The same principle was later approved by the court in Matter of 
Cates (1922) 283 Fed. 541. However, special agreements be- 
tween broker and customer take precedence over trade customs 
and practices in the particular business involved. 

First, let us consider the relation of the broker to the customer 
in a margin transaction. Jones, in section 496 of his work on 
Pledges, gives this summary: 


The broker acts in a threefold relation: first, in purchasing the stock he is 
an agent; then, in advancing money for the purchase, he becomes a credi- 
tor; and, finally, i in holding the stock to secure the advances made, he be- 
comes a pledgee of it. It does not matter that the actual possession of the 
stock was never in the customer. The form of a delivery of the stock to 
the customer, and a re-delivery by him to the broker, would have consti- 
tuted a strict formal pledge. But this delivery and re-delivery would 
leave the parties in precisely the same situation they are in when, waiving 
this formality, the broker retains the certificate as security for the advance. 


Dos Passos, on page 196 of his standard book on Stock Brokers, 

says: 
Upon the whole, while it must be conceded that there are apparently some 
ae me ay features in the relation, there seems to be neither difficulty nor 
hardship in holding that a stockbroker is a pledges: ; for, although it is true 
that he may advance all or the greater part of the money embraced in the 
speculation, if he acts honestly, faithfully, and prudently, the entire risk is 
upon the client. . . . To introduce a different rule would give opportuni- 
ties for sharp practices and frauds, which the law should not invite. 


Chief Justice Hunt, in the leading case of Markham v. Jaudon 
(1869) 41 N. Y. 235, said: 


It can not be doubted . . . that shares of stock in an incorporated com- 
pany, however unsubstantial may be its character, or however fluctuating 
their value, may form the subject of a pledge. . . . 
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The above quotations may be considered fair statements of the 
rule followed in New York where margin stock transactions are 
most numerous and important. According to this doctrine, the 
broker, although he usually requires the customer to sign away his 
formal rights to the shares and takes them in his own name, is not 
the owner of stock bought on margin for a customer, but is merely 
a pledgee of that property and the relationship between the par- 
ties is that of pledgor and pledgee. The same situation prevails 
where the customer deposits stock with the broker as margin for a 
purchase. In McIntyre v. Whitney (1910) 139 N. Y. 557, the 
court said: 


I am unable to perceive how in principle there can be any distinction be- 
tween a pledge of shares of stock to a broker as security for advances made 
by him with which to make the purchase and a pledge of stock or other 
property to a bank for an ordinary loan. 
The fact that the customer initiates the transaction, pays interest, 
bears the burden of assessments, receives dividends and incurs 
the liability for depreciation, seems clearly to show an intention, 
not to create merely a contract right for future delivery, but to 
vest in him the beneficial ownership of the stock, subject, of course, 
to a security title in the broker. The New York rule has been 
followed by the state from which it receives its name, by the 
supreme court of the United States (Richardson v. Shaw (1908) 
209 U.S. 365), and by the highest courts of California, Connecti- 
cut, Illinois, Maryland, Ohio and Pennsylvania. 

Although it has been held in three decisions that the customer 
remains the owner of securities deposited with a broker as margin, 
thus making the latter a pledgee (Furber v. Dane (1909) 203 Mass. 
108; In re Swift (1901) 108 Fed. 212; Hutchinson v. Le Roy (1902) 
113 Fed. 202) it appears to be settled in Massachusetts that the 
legal title to stock carried on margin or deposited as margin is in 
the broker and not in the customer. According to Justice De 
Courcy in Crehan v. Megargel (1920) 235 Mass. 279: 


In accordance with the long established rule of law in the commonwealth, 
the legal title to the stocks carried on margin was in the brokers, as be- 
tween them and their customer; and this is true alike of the stocks bought 
on margin by the defendants, and those deposited with them. . 
Consequently, the relationship between the parties is that of 
debtor and creditor (Chase v. Boston (1902) 180 Mass. 458; 
Furber v. Dane (1910) 204 Mass. 412). The broker is regarded 
as the owner of the shares upon a conditional executory contract 
to deliver them to the customer on demand and proper tender 
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(Western v. Jordan (1897) 168 Mass. 401). The supreme court of 
Massachusetts, speaking through Chief Justice Holmes, regarded 
the ‘‘extreme tenuity of connection with any specific object’’ as an 
insurmountable obstacle to the existence of a pledge (Chase v. 
City of Boston (1902) 180 Mass. 458). 

The fact that the Massachusetts doctrine does not give the 
customer legal title to the stock bought for him on margin or 
deposited by him as margin does not mean that he has no rights in 
the shares. He has an equitable right in them that will be pro- 
tected by the courts. In Furber v. Dane (1909) 203 Mass. 108, 
the court allowed a plaintiff in equity to recover stock deposited 
on margin with a broker. 

The Massachusetts rule has been adversely criticized. Dos 
Passos, in Stock Brokers, states that if this construction were 
adopted it would become very questionable whether all margin 
transactions could not be set aside as mere wagers. Itisonly bya 
perverted construction of the understanding of the parties that 
the broker can be regarded as the owner of the stock because all 
indicia point to the customer as the holder of the legal title. 

The way in which a broker carries on his business prevents him 
from keeping the margin stocks acquired for each customer apart 
from other stocks of the same kind. By common practice, securi- 
ties deposited are merged with and treated in precisely the same 
manner as securities purchased (Crehan v. Megargel (1920) 235 
Mass. 279). According to the court in Richardson v. Shaw (1908) 
209 U.S. 365: 


. . stock has no earmark which distinguishes one share from another 
. . . like grain of a uniform quality, one bushel is of the same kind and 
value as another. 


While in the hands of the broker, at least, the courts regard shares 
of stock as fungible. Consequently, there is no reason for separa- 
tion of shares and the law places the broker under no obligation in 
this respect. 

Moreover, the broker need not keep the identical certificates 
purchased or deposited as his right to substitute certificates of a 
like kind and of the same aggregate amount is unquestioned 
(Duel v. Hollins (1916) 241 U.S. 523). This point was settled in 
New York over a century ago when Chancellor Kent, in Nourse v. 
Prime (1820) 4 Johns. Ch. 490, said: 


The shares in question were not defined and designated, so as to be dis- 
tinguished from other bank shares in the same bank; and if defendants had 
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always, in their possession and names, and under their control, shares to 
that amount, during the whole time of credit given by the note, and were 
ready, able and willing, at all times, to account to the plaintiff for that 
number of shares, a the dividends arising thereon, whenever he en- 
titled himself to such an account, it is all that he could ask for under the 
contract. 


More recently, the supreme court of the United States, in Sexton 
v. Kessler (1912) 225 U. S. 90, when discussing the rights of a 
broker, said that: 
. he may satisfy the earlier customers with any stock that he has on 
hand or that he buys when the time for delivery comes. . . . 

At common law, apart from special contract, the pledgee has no 
right to pledge the property of the pledgor. Such an agreement, 
however, the courts generally imply in stockbrokerage cases in 
which the shares are not fully paid for, by virtue of the general 
custom of pledging in the brokerage business (Skiff v. Stoddard 
(1893) 63 Conn. 198). According to the United States supreme 
court in Sexton v. Kessler (1912) 225 U.S. 90: 

When a broker agrees to carry stock for a customer . . . he may pledge 

the whole block purchased for what sum he likes. . . . 
No question of the broker’s right to pledge arises when the cus- 
tomer makes an express contract giving him that privilege. In 
brief, the broker has been given, either by custom or by express 
contract, the right to hypothecate at his discretion any or all of 
the securities so held by him for the purpose of providing himself 
with the necessary funds to carry on the business in behalf of his 
margin customers. But if he does not have in his possession a 
like amount of similar securities he must not pledge for an amount 
greater than the customer’s indebtedness (Douglass v. Carpenter 
(1897) 17 N. Y. App. Div. 329). It was decided in Fisher v. 
Mechanics and Metals National Bank, (1915) 89 N. Y. Misc. 587, 
that with the consent of the customer the broker may pledge 
securities deposited with him as margin for a greater amount than 
the indebtedness of the customer. However, the New York 
stock exchange prohibits its members from pledging or lending 
more of the securities covered by a special contract than is fair 
and reasonable in view of the customer’s obligations. 

Where a customer’s margin stock has been pledged by a broker 
the lien of the pledgee is superior to the rights of the customer. 
If the broker does not pay the loan such pledgee may sell or other- 
wise dispose of the shares without notice to the customer and 
incur no liability to him. The purchase of pledged stock by the 
pledgee at a sale in the regular way conveys a good title to the 
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particular securities as against the customer (Jn re Stringer (1916) 
230 Fed.177). Therights ofa purchaser in these circumstances are 
based upon the estoppel of the owner of the stock, since his ac- 
tions preclude him from disputing as against the pledgee the exis- 
tence of the title or the powers of the broker (Matter of Mills (1908) 
125 N. Y. App. Div. 730). If a broker has rightfully pledged a 
customer’s securities together with his own, the broker’s securities 
must be exhausted first to pay the loan. 

Although the broker is allowed to mingle the stock purchased 
for and deposited by his margin customers, the laws of every 
jurisdiction require him to keep in his possession or under his 
control sufficient shares of a like kind to be able to make delivery 
at any time to all customers without being obliged to purchase in 
the market (Crehan v. Megargel (1920) 235 Mass. 279). The 
court, in Gormam v. Littlefield (1913) 229 U.S. 19, said: 


It was . . . the duty of the broker, if he sold the shares specifically pur- 
chased for the appellant, to buy others of like kind and to keep on hand 
subject to the order of the customer certificates sufficient for the legitimate 
demands upon him. 


Justice Sheldon, in Greene v. Corey (1912) 210 Mass. 536, main- 


tained that: 
The broker . . . must show that he has under his control, free from the 
just demands of other customers and available for delivery to the customer 
whose case is in question, the stocks of which that customer upon payment 
will be entitled to demand delivery. 
The customer contracts for the right to have the stock actually 
held by the broker and does not intend to rely upon the financial 
ability of the broker to purchase it when the time for delivery 
arrives. If this were not the law a broker would be able to specu- 
late at his customer’s expense. 

The margin is the amount which the customer transfers to the 
broker at the beginning of the transaction and equals the differ- 
ence between the current price of the shares purchased and the 
indebtedness. If there is no special contract between the parties, 
there is an implied agreement by the customer to maintain the 
proportion of margin originally deposited (Markham v. Jaudon 
(1869) 41 N. Y. 235). If this amount falls below the required 
level, the customer is in default, and, after demand and notice, the 
broker is permitted to close out the account in order to protect 
himself from loss. According to the court in Van Dusen-Harring- 
ton Co. v. Jungeblut (1899) 75 Minn. 298: 


There is a well-established custom that if a stock touches margin, it is to 
be sold for the highest it will bring. 
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In Foster v. Murphy and Company (1905) 135 Fed. 47, it was 
maintained that: 
A margin is intended for the protection of the broker, but if he be com- 
pelled to me gy the sale of the property which he is carrying for the 
h 


customer until he has no margin left, it is difficult to perceive upon what 
theory any adequate protection is afforded. 


Even where there has been no failure on the part of the customer 
to maintain his margin, the broker may, in some circumstances, 
close the account. Since no time limit is usually set in a transac- 
tion of this kind, it would seem that the broker should not be under 
obligation to keep the account open indefinitely. It has been 
suggested (43 Harvard Law Review 628) that the broker may end 
the relation after the lapse of a reasonable period of time for 
speculation, although the customer has kept ample margin. The 
extreme difficulty of defining ‘reasonable period of time’’ would 
render this right of little practical utility to the broker. However, 
if the broker is not under contract to carry an account for a def- 
inite time, and desires to close it, he may take the shares to the 
customer and demand payment of the balance due on them. If 
the customer refuses to pay, the broker may sell the stock on due 
notice and close the account. 

In the absence of an agreement to the contrary, the broker must 
demand more margin and give notice of the time and place of the 
proposed sale before he may sell the stock of a defaulting customer. 
Usually the amount required must be named, but, in White v. 
Slayback (1919) 179 N. Y. Supp. 211, the court held that if the 
customer knows the amount, the demand probably need not be 
for a specific sum. The general rule is that demand and notice 
must be served upon the customer personally. If the contract 
has been made through an agent, notice to the agent is sufficient 
(Small v. Housman (1913) 208 N. Y. 115). Should the customer 
attempt to avoid the serving of notice, legal requirements are 
satisfied by sending the papers to his place of residence (Leiter v. 
Thomas (1905) 97 N.Y.Supp. 121). Wherethere is noattempt at 
evasion, the demand and notice must actually reach the customer 
or his agent—reasonable effort on the part of the broker will not 
suffice. 

By express contract or provision in the memorandum of pur- 
chase, the broker may limit his responsibility for demand and 
notice to the defaulting customer before selling the margin stock 
of the latter. (Godfrey v. Newman, 239 N. Y. Supp. 585 (1930).) 
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If he reserves the right to sell ‘‘without demand and notice” he 
may sell and close the account when the price declines enough to 
deplete the margin without communicating to the customer 
(Stibbard v. Owen (1928) 243 Mich. 148). Should he merely re- 
serve the right to sell ‘‘without notice’ he must make a demand 
for additional margin, but there is no obligation on his part tostate 
the time and place of sale (Stenton v. Jerome (1873) 54 N. Y. 
480). However, before the broker can take advantage of an ex- 
press contract limiting his liability, he must prove it (Thompson 
v. Baily (1917) 220 N. Y. 471). Mere receipt of a memorandum 
is not conclusive evidence of the customer’s acquiescence to the 
provisions in it (Evans v. Hubbard (1927) 221 N. Y. Supp. 642) 
so the broker must produce adequate proof of the customer’s 
assent before he will be permitted to avail himself of any rights 
given him by such memorandum (Stibbard v. Owen (1928) 243 
Mich. 148; Leviten v. Bickley (1929) 35 Fed. (2d) 825). 

After demand and notice by the broker, the customer must be 
allowed a reasonable length of time within which to increase his 
margin and this is true although the market is in a state of panic 
(Small v. Housman (1913) 208 N. Y. 115) or the exchange about 
to close (Sanger v. Price (1906) 98 N. Y. Supp. 513). Neither the 
death (Berberich’s Estate (1917) 257 Pa. 181) nor the bankruptcy 
of the customer will excuse the broker for refusing this privilege 
(In re Daniels (1875) Fed. Cas. No. 3566). One hour’s notice 
is not ordinarily sufficient (Lazare v. Allen (1897) 20 N. Y. App. 
Div. 616); one day’s notice was held to be enough in Harris v. 
Pryor (1892) 18 N. Y. Supp. 128; while the court in Stewart v. 
Drake (1871) 46 N. Y. 449 decided that notice of two days would 
suffice. 

If the customer remains silent after demand and notice on the 
part of his broker, a perplexing situation arises. Does this 
silence indicate an order to sell or does it show that the customer is 
willing to be carried further in the hope that the market will im- 
prove? Decisions covering the specific point are lacking, but in 
two cases, in which the notice was defective, the courts held that 
silence of the customer could not be construed as an order to sell 
(Esser v. Linderman (1872) 71 Pa. 76; Lynch v. Simmons (1904) 
87 N. Y. Supp. 420). 

Should the broker waive the customer’s default in complying 
with a demand for additional margin, he is not permitted to sell 
the stock until a new demand has been made (Rogers v. Wiley 
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(1892) 14 N. Y. Supp. 622). In Small v. Housman (1913) 208 
N. Y. 115, it was held that a broker who, after making a demand 
for margin, agreed to carry the stock until a definite future date 
without further margin, waived the customer’s default and was 
liable for a sale of the stock because he did not make a second 
demand. 

The broker, if he so desires, may increase his obligations by 
special contract. He may agree to purchase and carry stocks on a 
nominal margin (Keller v. Halsey (1911) 202 N. Y. 588) or he may 
agree to carry stock as long as the customer wishes, regardless of 
the state of his margin account and of the market, and to deliver 
on demand (Hall v. Paine (1916) 224 Mass. 62). The courts 
insist that the agreement be clear in order to be enforceable. A 
general statement as ‘‘will see you through”’ is too indefinite to be 
binding (White v. Slayback (1919) 178 N. Y. Supp. 421) although 
similar statements have been made the basis of an estoppel, where 
the customer has not been given reasonable notice of their with- 
drawal (Rosenthal v. Brown (1928) 247 N. Y. 479). The customer 
desiring to take advantage of such agreements must be able to 
prove them. 

It is difficult to determine the consideration where the agree- 
ment of the broker to increase his obligations is made after the 
original contract has been completed. Ina case in which a broker 
later promised to carry the account without further margin, the 
court found that the customer’s forbearance to withdraw the ac- 
count was the consideration (Rogers v. Wiley (1892) 131 N. Y. 
527). If the customer has no intention of such action, the prob- 
lem of finding consideration is perplexing because the broker re- 
ceives no benefit. It is only just, however, that the subsequent 
agreement be enforced on the ground of waiver or on the theory 
that when the original contract was made a later modification was 
planned by both parties. 

The broker is under obligation to obey the orders of his margin 
customer. If ordered to buy stock he must make the purchase. 
If he accepts a margin order which could have been executed by 
the exercise of reasonable care he will be responsible for his failure 
to fill it (Markham v. Jaudon (1869) 41 N. Y. 235). The cus- 
tomer may disregard a subsequent purchase and claim damages on 
the basis of the original unexecuted order and he is entitled to a 
price at which the order should have been executed, subject to 
any saving made by reason of a late execution. In short, if the 
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broker does not buy as ordered, the customer is entitled to dam- 
ages measured by the difference between the price at which the 
stock could have been bought had the order been executed and the 
market price within a reasonable time after the customer had 
notice of the failure to execute. 

Where the broker fails to sell margin stock as ordered the cus- 
tomer may recover the profit that he would have made if the 
shares had been sold according to instructions. This usually 
means the difference between the amount which could have been 
obtained by the broker at the time he was ordered to sell and the 
amount subsequently obtained, if the latter is less than the former 
(Allen v. McConthe (1891) 124 N. Y. 342). 

A statement of a customer to brokers carrying stock on margin 
for him, that he was leaving town and did not want to lose more 
than he had to his credit at that time, was held by the court, in 
Hirsch v. Jacoby (1914) 146 N. Y. Supp. 179, to be an order to 
sell. The brokers, who did not sell until the loss exceeded the 
margin, were not permitted to recover the difference from the 
customer. Furthermore, the facts that a customer’s margin has 
become exhausted and he has refused to furnish more do not 
justify a broker in refusing to sell, on his customer’s orders, and he 
is liable for the damages resulting from such failure to obey (Zim- 
merman v. Heil (1895) 86 Hun. 114). However, a failure to re- 
ceive an order is a good excuse for not executing it. The burden 
is on the customer to prove that his instructions actually reached 
the broker (Birnbaum v. May (1902) 58 N. Y. App. Div. 76). 

The broker must procure delivery of the margin shares to the 
customer on demand and tender of the amount due on the transac- 
tion (Chase v. Boston (1902) 180 Mass. 458). If the parties do 
not intend that delivery shall be made, the contract is illegal 
(Rice v. Winslow (1902) 180 Mass. 500) because it is a mere wager 
on the market price of the stock. 

Where the broker makes an unauthorized purchase to close out 
a short sale previously made, the courts have uniformly held that 
the customer may repudiate and then completely disregard (Bar- 
ber v. Ellingwood, No. 1. (1909) 120 N. Y. Supp. 947). He may, 
at any time after prompt repudiation, require the broker to buy in 
the short stock, and may sue for the difference between the price 
at which the stock could have been bought upon such order and 
the price at which the unauthorized purchase was made (White v. 
Smith (1874) 54 N. Y. 522). No question of reasonable time is 
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involved if the repudiation of the wrongful purchase has been 
prompt. 

An unauthorized sale of a customer’s margin stock by a broker 
is conversion, where made without notice of time and place of sale 
(Baker v. Drake (1876) 66 N. Y. 518) unless notice is waived 
(Milliken v. Dehon (1863) 27 N. Y. 364) or waiver is implied from 
proof of reasonable usage known to both parties (Skiff v. Stoddard 
(1893) 63 Conn. 198; Van Duzen-Harrington Co. v. Jungeblut 
(1899) 75 Minn. 298). Upon discovery of the wrongful sale, the 
customer may disaffirm it and call upon the broker to replace or he 
may replace himself and sue the broker for any damage that he 
may suffer. 

The early rule in New York was that a plaintiff in an action for 
conversion might recover as damages the greatest value reached 
by the stock converted from the time of conversion down to the 
time of the trial, provided that the action had been brought within 
a reasonable length of time and had been diligently prosecuted 
(Markham v. Jaudon (1869) 41 N. Y. 235). The underlying 
theory seems to have been that the wrongful sale might be disre- 
garded and the plaintiff given the benefit of the highest price he 
might have obta:aed up to the time of the trial (Romaine v. 
Allen (1863) 26 N. Y. 309). It soon became evident that this 
rule was not equitable in the case of speculative transactions in- 
volving corporate shares (Mathews v. Coe (1872) 49 N. Y. 57) 
because it presupposed the willingness and ability of the customer 
to carry the stock through all fluctuations and to pick the highest 
price. This usually gave him more than he would have received 
for the stock had there been no conversion and placed a broker 
who had acted in good faith, but erroneously, at a disadvantage. 
The rule, however, was followed in New York until 1873, when 
Justice Rapallo, in Baker v. Drake (1873) 53 N. Y. 211, said: 


An amount sufficient to indemnify the party injured for the loss, which is 
the natural, reasonable and proximate result of the wrongful act com- 
plained of, and which a proper de of prudence on the part of the com- 
plainant would not have oben , is the measure of damages. . . . The 
advance in the market price of the stock from the time of the sale up to a 
reasonable time to replace it, after the plaintiff received notice of the sale, 
would afford a complete indemnity. 


The doctrine of Baker v. Drake is also followed by the United 
States supreme court and by the highest courts of Connecticut, 
Illinois, New Jersey and Virginia. 

In Pennsylvania, the measure of damages for an unauthorized 
sale is the highest market price of the stock at any time between 
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the conversion and the verdict, with interest (Sproul v. Sloan 
(1913) 241 Pa. St. 284). The highest market price at any time 
between the conversion and the commencement of the action is 
the measure of damages allowed by the courts of California. 
(Woltz v. Hutton, 204 Pac. 248). 

The customer whose margin shares have been converted is 
given a reasonable length of time in which to decide what to do, 
and to seek advice and funds if he should desire them. This 
period of time generally begins to run only after he learns of the 
wrongful sale. However, if he has knowledge of facts sufficient 
to put him on inquiry that would have revealed the conversion, 
the reasonable period starts when this knowledge was obtained 
(Mayer v. Monzo (1917) 221 N. Y. 442). In one case the court 
held that a customer was put on inquiry when he learned that his 
broker had gone out of business (O’Connor v. Gilmore (1919) 
N. Y. App. Div. 3rd Dept. N. Y. L. J. 1439). 

Where a broker has wrongfully closed a customer’s margin ac- 
count, and, after learning what has happened, the customer re- 
mains silent, such silence is considered to be a ratification of the 
broker’s action. In a recent case (Leviten v. Bickley (1929) 35 
Fed. (2d) 825) in which a broker, without the permission of his 
customer, had closed the account of the latter, it was held that the 
acceptance of the balance and a silence of nine weeks was tanta- 
mount to ratification and barred recovery in action against the 
broker. However, if the customer is not aware of all the facts, the 
courts will not construe his silence as ratification (Burnham v. 
Lawson (1907) 103 N. Y. Supp. 482). The purpose of the rule, 
that silence in these circumstances is ratification, is to prevent the 
customer, by his delay, from taking advantage of a fluctuating 
market at the expense of his broker (Leviten v. Bickley (1929) 35 
Fed. (2d) 825). 

A broker who fails to keep control of enough stock to satisfy 
the demands of his margin customers is also guilty of conversion. 
According to the court in Whitlock v. Seaboard National Bank 
(1899) 29 N. Y. Misc. 84: 

the broker is guilty of conversion if he cannot return the stock origi- 
nally pledged or similar certificates, upon payment by the original debtor of 
the amount owing on his stock transaction. 

Losses resulting from the broker’s failure to maintain the 
amount of any particular kind of stock should be apportioned 
among the margin customers entitled to that kind of stock. This 
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is the same as saying that the shares in control of the broker 
should be divided among the margin customers claiming the par- 
ticular kinds. Suppose that a broker, who holds on margin six 
hundred shares of stock A for Doe and four hundred shares of the 
same stock for Roe, is able to produce only five hundred shares of 
this stock. Since the law is that customers claiming the stock 
must share it pro rata, Doe is entitled to three-fifths of the total, or 
three hundred shares, while Roe will receive two-fifths, or two 
hundred shares. The courts have decided it to be unjust to ap- 
portion a loss resulting from a shortage of one kind of stock among 
all the margin customers of a broker because there is no common 
interest in the particular kinds of stock held. However, where 
the broker pledges stock held on margin for more than the amount 
owed on such stock by customers, the resulting loss must be 
borne by all the margin customers in proportion to their respec- 
tive claims (In re McIntire (1910) 181 Fed. 955). 

When a stockbroker becomes bankrupt there is no controversy 
if he controls enough shares to meet the demands of all margin 
customers. If the available stock is inadequate for this purpose, 
there usually appear two distinct conflicts: one, between margin 
customers and general creditors and the other among the margin 
customers themselves. The general creditors insist that the mar- 
gin customers hold the same claims on property of the bankrupt as 
they themselves have, that is, they are merely creditors with no 
property rights, and the indebtedness such customers may prove 
is the amount of their credit balances on the date of the bank- 
ruptcy. The margin customers answer by maintaining that they 
have employed the broker as their common agent to buy and sell 
stocks, and, that in executing their commissions he obtained 
stocks which he holds for them; therefore, these stocks may not 
be counted as part of the general assets. Moreover, the margin 
customers may have considerable trouble in settling their own 
differences. One writer says: 

. . they seek all sorts of priorities and superior equities as against one 
another and to that end grasp at every device and circumstance to identify 
and to follow particular securities as belonging to themselves. 

The Massachusetts law favors the general creditors in that it 
recognizes the contractual claims of margin customers to the ex- 
clusion of all property rights, except, possibly, in the case of 
securities deposited as margin. The general creditors are sup- 
ported in their claim that the customers are merely creditors like 
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themselves with provable claims. The federal courts in bank- 
ruptcy cases controlled by the Massachusetts statutes have con- 
formed with the apparent doctrine in that jurisdiction (In re 
Swift (1900) 105 Fed. 493; In re Gay & Sturgis (1918) 251 Fed. 
420) which is in keeping with their policy of following the local 
law (In re Codman (1923) 287 Fed. 806). However, since in the 
other important jurisdictions the customers have the legal title to 
the margin stock, the courts in these states have held that they 
have property rights in it in addition to their contractual rights 
arising from the agency relationship, so the margin shares are kept 
apart from the general assets of the bankrupt broker (Jn re Solo- 
mon (1920) 268 Fed. 108). 

If there is a deficiency of particular shares, the margin cus- 
tomers have no rights against the general assets to force the 
trustee to purchase stock to make up the shortage. Although 
the broker was at all times bound to do this, the obligation does 
not pass to the trustee because its proper discharge requires the 
skill and judgment which the bankrupt himself was employed to 
exercise. The customer usually has a choice in these circum- 
stances. He may rely upon his property rights and, in that case, 
he and other claimants to similar stock will share it pro rata 
(Duel v. Hollins (1916) 241 U.S. 523); or he may waive his prop- 
erty rights and prove his claim as a general creditor. If some of 
the margin customers, who have property rights in the shares of 
a certain security, do not assert these rights, the weight of au- 
thority is that the proportionate interests of the other customers 
in the shares are not increased, but that the shares of those who 
may claim, but fail to do so, go to the general creditors (In re 
Archer (1923) 289 Fed. 267). 

If the bankrupt broker is guilty of excessive pledging of margin 
shares, the trustee should pay the excess out of the general assets 
to the extent necessary to redeem the stocks in which customers 
seek to enforce their property rights. Since the trustee takes the 
property subject to all valid claims, this is merely the performance 
of a fiduciary obligation and is not a preference (Richardson v. 
Shaw (1908) 209 U. S. 365). He must not permit the pledged 
stocks to be taken to pay the debts of the bankrupt broker. He is 
under obligation to deliver upon demand and tender of payment, 
and it would be impossible for him to fulfill that obligation if he 
did not redeem the pledged stock. However, the trustee, any 
more than the bankrupt, is not required to procure the release of 
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stocks pledged for more than the amount which the customer 
owes on them, if the customer does not pay or tender the amount 
of his debt. 

Where the broker has failed to purchase the stock for which a 
customer has put up a margin, but has the money, ear-marked, in 
his possession on the date of bankruptcy, the customer and not the 
trustee is entitled to it (In re Wettengel (1916) 238 Fed. 798). If 
the broker mingles the customer’s margin with his own funds, the 
law presumes that any money withdrawn belongs to the broker 
while the remaining funds are the property of the customer (Jn 
re Mulligan (1902) 116 Fed. 715). 

The courts indicate by their decisions that they appreciate the 
advantageous position of the stockbroker in margin transactions. 
The evident trend is to give the customer as much protection as 
possible without encroaching upon the rights of the broker or 
hindering him in the performance of what is an important eco- 
nomic service. The signs of the time point to more numerous, 
larger, and more widely distributed stock issues, and the attitude 
of our jurists is favorable to such corporate expansion. 
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Fur Farm Accounting 


By Harry S. TEMPLE 


Although people have been engaged in fur farming for many 
years, the fact that most of the operators are individual proprie- 
tors with limited amounts of capital has resulted in the use of 
extremely simple and meagre accounting methods with the 
owners doing practically all of the bookkeeping. An explanation 
of a typical procedure in use at the present time, with some 
constructive criticisms, are briefly presented in this article. 

Fur farming is being closely watched by the state governments 
for the reason that the industry has automatically divided itself 
into two classes of fur farmers: the unscrupulous promoters and 
the men who are interested in the breeding and selling of animals 
and pelts for a legitimate return on their investments. The 
unscrupulous promoters are selling units of interest in a business 
presumably represented by specific animals and are impressing 
their prospective purchases with large profits due to the high 
productivity of the animals, endeavoring to substantiate their 
elaborate claims with governmental statistics. Unfortunately, 
the claims have in many instances failed, because this type of 
breeder is not an experienced fur man or animal breeder, and the 
inability of the promoted companies to show which animals 
belong to a particular individual has brought the promotion of 
fur-farming companies into disrepute and under the severe regula- 
tions of the ‘‘blue sky’’ commissions in many states. 

However, there are many breeders who, by their conscientious 
work, by the dissemination of helpful information on animal 
husbandry and by their long experience in the industry, have 
partly reéstablished public confidence in the venture. They are, 
however, greatly handicapped by state laws imposed for the con- 
trol of the unscrupulous-promoter type of breeder. 

It is obvious that there are many ways in which adequate ac- 
counting procedure is helpful to the industry in giving accurate 
information about costs, losses and gains. A method of account- 
ing procedure in use at present by one of the most modern fur 
ranches dealing in foxes and mink may be considered as typical 
of the industry as a whole. 
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The balance-sheet of this ranch reveals briefly: 


Assets Liabilities and capital 
Current assets: Current liabilities: 
Cash in bank Accounts payable 
Accounts receivable Notes payable 
Notes receivable Accrued taxes 
Inventory: 
Live stock (classified) 
Pelts 
Supplies 
Fixed assets: Deferred income: 
Land Ranching advances 


Ranch buildings (10) 
Ranch house (10) 

Office furniture and fixtures (10) 
Fences—steel (15) 
Fences—wood (20) 
Kennels (20) 

Pens—wood (20) 

Ranch equipment (20) 
Automobiles (25) 
Shipping crates (20) 

Less: depreciation reserves 


Deferred assets: Capital: 
Office supplies Capital stock 
Insurance prepaid Surplus 


Note.—The numbers following fixed asset items refer to de- 
preciation rates allowed by the federal income-tax department. 
The profit-and-loss accounts are: 








NO i tint enn nade os Ben idk hae ae $ 
Bn ee ee rr eee 
PR 5 ac b.docenias 123545 aa tbe sb e ee $ 
Cost of goods sold: 
I ER © ooo oa 6s cnt anctinssne xs $ 
ME I. os sa gs 65 oleae dS hen eee 
$ 
Deduct: inventory December 31........... $ s 
RTT Tere ee $ 


General expenses: 
Sales salaries and commissions............. $ $ 
INS 3 Si ctcind css c0's der aae en mee 
CI. ks ch et ina kes eos eee 
eer Pre 
Dimes Od eubecriptioms. ... ww ccc ccc ceses 
| re ee PEE TE er oe 
Repairs and maintenance................. 
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Taxes and federal income tax.............. $ $ 
Travelling and car expense................ 
iis coma c eta stance wasoss sa 
Telephone and telegraph.................. 
OIE Oe SOT e TCT Ce 
Misc. supplies and expense................ 


Drugs and medical attention............... 
Ne 
Stationery and printing... ................ 











Legal and special service.................. $ $ 
IE c's. s So Sada o6 ck 9 544 0s kos nage eaeaen ? 
Other income: 
IN condos 5a. vidrenrs ah ale eae xa $ 
Miscellaneous income..................... $ $ 
$ 
Other charges: 
at io illo ia ek aba eae $ 
ENE ee Oy ee ere ere $ 
on 5 cv cncdeneneeed sess sbebbebassakedet $ 


The most casual scrutiny of the above profit-and-loss formula 
will disclose the fact that little information is furnished with 
regard to the several types or phases of operation, although there 
is a generous refinement of expenses. 

In actual practice the purchases account above contains not 
only cost of animals bought, but all manner of losses incurred 
due to forced pelting, ordinary pelting, loss on sales, strayed ani- 
mals, et cetera. 

In commenting upon the profit-and-loss statement, it is well to 
bear in mind the fact that the average fur farmer is his own book- 
keeper, and the larger the farm, the less time he has to give to the 
maintenance of correct accounting records. 

The three principal sources of income are: the sale of live stock, 
sale of pelts, and ranching income derived from care of animals 
belonging to others. With regard to the last mentioned, a cash 
advance deposit per animal is required at the beginning of the 
year and is treated as deferred income. At the end of the year 
proper adjustments are made to reflect the annual cost of caring 
for the animals. The method of determining the maintenance 
cost per animal for the year is to assemble all of the appropriate 
expenses and divide the total by an average inventory of animals 
and same-season pups on hand throughout the year. These 
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costs do not usually include such items as advertising expense and 
extraneous charges in which outside owners would have no in- 
terest. 

Sales are accounted for in the usual commercial manner and 
need no mention here. 

Conflicting opinions center around the valuation of the herd, 
the cost of sales and the proper way to handle the various types of 
losses. Truly the above gross profit on sales is not that alone but 
also contains many factors which have not been disclosed in the 
statement. 

There are apparently two distinct divisions in the business of 
fur farming, first, the raising and breeding of animals for sale as 
live stock or pelts; second, the ranching of live stock owned by 
others. 

In accounting for the owned live stock, an inventory record of 
the animals, such as is put out by the American National Fox 
Breeders’ Association of Minneapolis, Minnesota, will suffice. 
Whether bought or bred, each animal should be represented by a 
sheet in the record and in case of a purchase, the price paid for 
the animal should be inserted. All progeny should be recorded in 
the inventory record. To avoid complicated bookkeeping as is 
outlined in many works on animal husbandry, all feeding cost 
should be charged as expense of operation for the year. The 
increase in value of the animals due to natural growth is not taken 
into consideration until the animals are sold, a practice which is 
not incompatible with income-tax regulations. 

Suggestions for simplification of the method of accounting for 
inventories and cost of sales are briefly stated herewith, with 
advantages and disadvantages. 


METHOD A 

The book value of all stock purchased would be the purchase 
price. All pups whelped on the farm would have no inventory 
value unless some nominal amount such as one dollar were placed 
on each for general ledger control purposes. All expenses of 
feeding and caring for the animals would be charged to operations 
and not capitalized. 

When live stock is sold, if it has been purchased, the cost of 
sales is the purchase price. If it has been whelped on the farm it 
has no cost, the sale price being wholly a taxable profit. Com- 
plete inventory of every animal would be necessary under this 
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method and proof of the eneral ledger control of animal inven- 
tories, which may be kept € ther in numbers or dollars, would have 
to be made by actual count from time to time. 

Inventories on the general ledger would be in two or more 
accounts, one of which inc udes only animals purchased and their 
cost, while the other woulc contain animals bred, without a value. 

The advantages of this nethod are: 

1. It is simple and easil_» handled by the average fur man who 
is his own bookkeeper. 

2. It is conservative. 

3. It eliminates the burden of taxation in the early years of the 
business. 

4. It eliminates the hazard of over-valuation which deceives 
many in the purchase of capj*9l stock of fur-farming companies. 

5. It facilitates accounti : ~ losses occurring through death, 
straying and other means. 

The disadvantages seem 

1. In not valuing progen laige secret reserve is created. 

2. By not capitalizing th cost of caring for the animals, a true 
index of their costs is ignor 1; but it may easily be observed that 
almost any value placed on the herd by any method is at best a 
guess. 

3. The true net worth of the business is not carried on the 
books. This disadvantage may be partly overcome by stating 
the inventory, the number, gender and ages of the live stock in 
well defined groups, and so allowing the reader of a fur farmer’s 
statement to estimate quickly the net worth by placing an 
arbitrary value on each type of live stock. 


MetTHop B 


A second method of valuir z inventories is to capitalize from 
year to year the costs of feeding and caring for the animals, es- 
tablishing a unit cost for each year, and entering it on the in- 
ventory record of each animal. When the animal is sold, cost 
of sales will then include the feeding costs for each year accu- 
mulated to date as well as the purchase price. The general ledger 
inventory account will control the inventory cards and include the 
purchase price and accumulated feeding costs by years. 

This involves considerable bookkeeping, is no index as to the 
value of the animal and, if the sales are large in the early years, it 
tends to increase taxes in the formative years of the business. 
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METHOD C 


A third method is to value all animé;-s at their pelt worth at the 
date of inventory. This renders a no more correct value of the 
stock than does not valuing it at ail. Furthermore it would 
result in the inclusion in cost of sales {of losses not yet sustained 
on animals purchased, usually for a great deal more than their 
pelt value and inventory adjustments. ; 

It would seem that method A woul« be fairest, because, after 
all, successful breeding is what every farmer desires and the 
expense per pup amounts to a relatively small item. The sale of 
pups is so largely profit that for ordinary purposes their sales 
could be treated as all profit, whether sold alive or as pelts. 

A reconstructed balance-she civing effect to inventories 


suggested under the first meth ined, might be as follows: 
Assets Liabilities and capital 
Current: irrent liabilities: 
Cash $ Accounts payable... $ 
Accounts receivable........ ‘Notes payable. ..... 
Notes receivable.......... Accrued Taxes...... 
ere 


Live stock bought (No.) ‘ 
Live stock bred, no value expressed— 


Under 1 year.... Male Female Deferred income: 
re “ - -' Ranching advances.. $ 
0 ree a 
ee a 4 
Over 3 years.... 45 sis 
Pelts 
Supplies 
Fixed assets: Capital: 
Plant and equipment...... $ Capital stock....... $ 
Less: depreciation reserve ER es samen noe $ 
Debervred Gants. . .... cc ccccee $ 
$ $ 


A profit-and-loss account folloyng the general plan outlined in 
the first method of inventory valuation would contain the follow- 
ing items: 


Net sales—animals purchased........... Dndcacccusaecses $ 
Cost of purchased animale eold. ..... 2.2... csccccccescvcse 
CHIE. 632 ih oS a 50a Sania es he eee 3 
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Net sales—animals whelped—gross profit .................. $ 
5S bea, oa or sta acs Kae > wR wi ay hed $ 

II A ies e 5 osha Sew sc carne Dh $ 

Betas WE PN ga i sos i oh ci vectors 

Losses through death, etc... ..... 066.65 e scene $ $ 
rican do 6, dikcin ini: Sood tid Geary aaamaatiadinats $ 

Cee eee We GOES GORE)... 5 ns cies ccs teesctenerns ——_——_— 

ae re ree OEE oor: ian 


Appropriate refinements of each phase of operation may be 
provided. 

Ranching income is shown as a deduction from general expenses 
inasmuch as the amount usually charged for ranching is cost plus 
ten per cent. which barely covers overhead. Many ranchers, 
however, charge a flat fee of $150 per animal each year plus $10 
for care of each pup. 


RECORDS 


A card inventory would seem to be more efficient than the 
bound stock book, because if there is a sheet for each animal, 
large ranches of a thousand head or more would find books cum- 
bersome for continuous handling. However, any stock record 
which includes a place for purchase prices would be adaptable to 
the foregoing methods. Records of whelped pups might well be 
cross-referenced to show parentage. 

Other books of account are a simple cash journal with as many 
columns as desired for debits and credits to banks, general ledger, 
accounts receivable and payable, certain expenses, inventories, 
and classifications of income. 

A general ledger, and accounts receivable and accounts payable 
subsidiary-ledgers comprise the remainder of the records. The 
animal inventory and progeny records are very carefully kept as 
important aids to the correct mating processes. Printed forms 
showing layouts of the pens and animals in each, together with 
inspection charts, are valuable and necessary adjuncts to success- 
ful breeding. 

Many ranches caring for outsiders’ live stock render the owner 
detailed reports at whelping time giving data as to exact location 
of the animals, size of litter, conditions of the pups and parents, 
dates, and other pertinent information. 

The fur-farming industry is growing, despite the disrepute that 
scheming promoters have brought to it and despite the increase in 
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state regulation. Properly conducted it is profitable and in- 
tensely interesting to both the farmer and the casual observer. 
Profits, however, depend upon knowledge, experience, and quality 
of stock bred. Inasmuch as the national and state associations of 
fur farmers make available facts and figures based on actual 
experience it may be accepted that the use of adequate and uni- 
form accounting records will be the greatest aid in securing and 
applying knowledge obtained from each farm. 

The writer wishes to acknowledge the codperation of Henry 
H. Tufford of Minneapolis, Minnesota, whose courtesies and 
information were most valuable in the preparation of this article. 
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Accountant's Position with Regard to Embezzle- 
ment Cases 


By P. W. FISHER 


Despite the prevalence of internal checks, audits and other 
safeguards provided to insure the proper accounting for funds 
handled by the employees of a business or institution, there still 
are frequent instances of embezzlement. This fact is known to 
every accountant having years of experience in the handling of 
audits. The extent of amounts embezzled has been tabulated for 
each year and covering the country by states. These figures are 
compiled from various sources of information, but are largely 
the amounts reported to surety companies. Upon reflection, it 
appears that numerous defalcations are not detected, and hence 
the actual number of cases and the extent of the shortages are far 
greater than any reports would indicate. 

It has been my experience that the greater number of cash 
shortages occur where the audit has been neglected and other 
safeguards have not been used. Not infrequently in such in- 
stances the embezzler has become so bold in his practices that his 
employers have been aroused by his own statements to other em- 
ployees or to those who transact business with the firm. Some- 
times his habits throw suspicion around him, while a more careful 
and systematic embezzler might continue to pilfer without being 
detected. This is brought out in support of the opinion that 
numerous shortages are not detected, and, consequently, not 
reported and do not enter the compilation of reports intended to 
show the extent of monies embezzled. However, the amounts 
reported are stupendous, and any phase of the question relative 
to the work of the accountant in public practice is not only in- 
teresting but its study is constructive. 

It is the purpose of this brief article to enumerate some of the 
things that confront the public accountant when he has discovered 
a shortage and the employer has taken legal steps to have the 
guilty employee punished. It is realized that all jurisdictions in 
which the trials incident to this kind of prosecution would fall are 
not identical in the administration of the law. However, this 
article is not intended to discuss the laws of the different states 
with regard to embezzlements, but to state some of the problems 
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that are confronted by the accountant who reports the shortage 
and upon whose report the legal accusation is made against the 
guilty party. 

When an audit discloses an ernbezzlement by an employee, the 
bonding company, which is surety for the embezzler, is called 
upon to pay the amount set forth as short, or such amount as is 
covered by the bond in the case of incomplete coverage. Where 
the defalcation is beyond a reasonable doubt and is clearly set 
forth by the report of a reliable public accountant or firm of public 
accountants, the bonding company will usually pay the claim 
without any great delay—although it may require a subsequent 
investigation by one of its representatives as to the facts dis- 
closed in the audit report. However, it frequently occurs that a 
surety company will require the firm or individual from whom the 
embezzlement has been made to take legal means of recovery 
from the embezzler or to have him punished. In fact, it is often 
stipulated in the conditions of the suretyship that the assured 
shall prosecute the employee with respect to any defalcation. 

It often happens that the employee whose accounts have been 
found short will find a way to make good the shortage, in consid- 
eration of which the employer will release him from further 
liability. There are various reasons why numerous cases are 
never brought to a trial of the defaulter. It is obvious that the 
employer from whom funds have been stolen is interested in 
the recovery of such funds or even a part of them, and, since the 
punishment of the employee through the processes of law does not 
necessarily return the amount of the embezzlement to the em- 
ployer, a compromise is usually entertained, if offered. Thereare, 
however, many cases that come before the courts, and the 
intricacies involved in the prosecution of the accused are both 
interesting and important. 

It is worth while to consider the average juryman selected to 
sit at the hearing and pass upon the guilt of the defendant. His 
selection has probably more bearing upon the outcome than any 
other factor, and the counsel for the defense often pays great 
attention to those drawn for that purpose, objecting to persons 
who have been selected for this duty. It is possible that many 
juries are composed of men of less than average education—if not 
less than average intellect. In the first place, those men who 
represent the business life of the community often have legitimate 
excuses to be relieved from jury duty. Secondly, but of great 
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importance in a case involving embezzlement, a certain number of 
objections to the jurymen are allowed both the prosecution and 
the defense. Objections may be made by the defense counsel to 
one who has had experience in the handling of accounts, whose 
business connections would indicate that he would be familiar 
with the mechanics of bookkeeping, or who has a broad knowledge 
of the intricacies of modern business. We, therefore, find that the 
evidence is heard by a jury of men not easily impressed with facts 
relating to auditing procedure. In short, it would often have a 
greater influence on the minds of the jury in such a case, at least 
as to the guilt of the accused, to show that he had been seen to 
remove an article of small value from the office than to show 
that through a series of manipulations of accounts large sums had 
been misappropriated. 

Since relatively few cases of embezzlement are brought to trial, 
the accountant is not always familiar with the proceedings of the 
court. If he acquires some knowledge of the taking of his testi- 
mony as a witness, he is able to make himself of more value in the 
immediate prosecution, and incidentally impress the court, which 
is made up in part of influential men of the community, with his 
ability and forceful personality. He, as a rule, wishes to be of 
service in the prosecution of a man of whose guilt he is sure, and 
frequently he reasons with himself that the case is so clear that 
the hearing of the evidence will be simple and conclusive. He is 
sometimes informed or knows from experience that he may not be 
allowed to refer to his report while he is testifying. This, how- 
ever, is not always the case. In view of this possibility he will 
naturally review the report and working papers or notes on the 
audit to the extent of memorizing the important dates and 
amounts involved. This is desirable because much delay is 
likely to occur between the completion of the audit or investiga- 
tion and the date of the trial. 

It is a part of the evidence of the employer to show that the one 
accused was in his employ, the nature of his duties and that cer- 
tain funds and accounts were in his charge. The accountant is 
thereby relieved of identifying the embezzler and his evidence is 
narrowed to showing the existence of the defalcation. This is not 
to be taken too literally, as in some cases the accountant has a 
first-hand knowledge of some of the acts of the employee which are 
connected with or are a part of his acts of embezzlement. In any 
event, care should be exercised by the accountant to limit his 
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testimony to his own findings, and not to make direct accusations 
which are apparent from his work but not of his own knowledge. 

One of the methods of defense attorneys in questioning an 
accountant regarding an embezzlement is to ask a number of ques- 
tions with requests to answer in the affirmative or negative and 
without explanations. In this way it is very easy to break down 
the completeness of practically any audit. The audit report will 
be attacked as a document purporting to show that a number of 
“errors’’ or “‘mistakes”’ in the bookkeeping have been made; that 
the employee accused was not seen to place any of the funds in his 
pockets; that it is not known whether he misappropriated cur- 
rency or cheques; and various other facts that will be followed by 
questions to the accountant framed to get an answer that will bear 
out the inconclusiveness of his findings. The attorney for the 
defense will often throw a ‘smoke screen’’ around the evidence of 
the accountant that will perplex him and impress the jury. 

Here is a list of actual questions put to the accountant in cases 
of this sort: 

1. Did you verify the cash receipts, as shown on the books, 

with the customers? 

2. You did not see Mr. Blank take any of the money, did you? 

3. What kind of an audit were you employed to make, and just 

what did you do? 

4. Did you send out all the letters of confirmation to debtors by 

registered mail? 
. Is it not possible that some cash was paid out and no record 
made of it? 

6. You do not know that Mr. Blank made all the entries in the 

books, do you? 

Questions are asked that would not have any bearing upon the 
completeness of the work of the accountant, and, as has been 
stated before, are framed in such a way as to require an answer 
that would reflect unfavorably upon the audit. It is the desire 
of every true accountant to defend his work as being not only 
correct but complete. It follows that, in order to make this 
defense, he is forced to explain some of his answers and to use a 
great amount of tact in doing so. Sometimes questions are 
asked by the defense attorney that do not have any bearing upon 
the case. The accountant should refuse to answer, unless the 
court rules that he must answer. In this event, he is usually 
accorded the courtesy of being allowed to make some explanation. 
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Few accountants will recall an audit of any magnitude in which 
all the items of cash receipts recorded in the cashbook were 
confirmed by communication with the parties from whom the 
cash was received. In fact, it would, in most cases, be impossible 
to make such confirmations satisfactorily. So, in answer to 
question No. 1, we should be obliged to say ‘“‘No.”” The skilful 
counsel for the defense who has asked the question then makes the 
emphatic declaration: ‘‘Then you have not made a complete 
audit.’’ The answer to question No. 2 would likewise be in the 
negative, unless the situation were extraordinary. It is not 
necessary to go further into these questions, as it will be seen that 
they are framed alike—to break down the work of the accountant 
as incomplete and to make it appear a perfunctory operation. 

In manipulations of footings of cash columns, there are cases 
where it is impossible to include the shortage within the limits of 
dates, as for instance “‘on pages thirty-two to thirty-four inclu- 
sive’’ and ‘‘embracing March 20th to 23rd inclusive.” This, of 
course, would give rise to long-winded attacks from the defense. 
In instances of this kind, care should be exercised in the drawing 
of the bill of particulars in the case, as the accountant is usually 
more accurate in testifying as to dates, pages, etc., than some 
lawyers are in preparing such a document. Previous to the 
prosecution, the accountant is often asked for facts by the coun- 
sel for the party making the complaint, and he can be of much 
assistance in explaining his report and furnishing additional data 
from his notes on the audit. 

In testifying, the accountant is frequently ready to talk freely 
as he feels that he can make it all very clear. This feeling is a 
natural result of his intimate knowledge of the facts in the case. 
It is, however, a bad policy to appear to have too great an in- 
terest in the prosecution of the case. It is a trick of some attor- 
neys to provoke the witness, which will, if successful, sometimes 
reflect unfavorably upon the accountant and his testimony. 

It is my opinion that an accountant should be ready to render 
such service as he can in the prosecution of embezzlement cases 
which are based upon the disclosures of his audit.. He should be 
careful in trying to preserve the effect of completeness in his work, 
and should use tact in trying to present the facts to the jury. 
Not only does he serve the client, and probably the public at 
large, in so doing, but it is to the best interests of himself and the 
accounting profession that his work prove valuable and effective. 
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Accounting for the State Fair of Texas 
By J. H. NANCE 


It is estimated that approximately $84,000,000 is invested in 
grounds and buildings for agricultural fairs held by members of 
the International Association of Fairs and Expositions. This 
does not include the many county and district fairs held all over 
this continent. At least two fairs had attendances last year of 
over one million each, and nine others reported attendances in 
excess of three hundred thousand each. When these facts are 
taken into consideration, the dearth of fair-accounting literature 
becomes astonishing. It is no doubt due to the fact that many of 
the larger fairs receive state grants and are audited by state 
officers. 

No general outline of accounting for agricultural fairs can be 
given, owing to the diversity in ownership, management, etc. 
This article will deal, in more or less detail, with accounting for 
one specific fair, the State Fair of Texas, which is, I believe, the 
leading fair in point of attendance in the United States. 

Management of the State Fair of Texas is in the hands of a 
board of directors, who are elected by the stockholders. A 
president and vice-presidents, serving for terms of one year, are 
elected by the directors from membership of the board. All 
directors and officers, with the exception of the secretary, serve 
without remuneration. The secretary is selected by the board of 
directors and is employed on a salary on a full-time basis. 

The auditor is appointed by the president and is usually em- 
ployed on an annual basis, devoting the time necessary to the 
fair’s operations. The ticket stock room, the ticket-counting 
room, the money changers and the cashier’s cage as well as the 
employees in the auditor’s office proper are directly responsible 
to the auditor. The auditor employs and trains all the necessary 
employees for the above-named departments, and they all report 
to him through their respective department heads. 

Contracts with varying terms are signed each year with the 
numerous concessionaires. These contracts are filed with the audi- 
tor, who makes the necessary arrangements to comply with the 
fair’s fiscal obligations according to the terms of the contracts, and 
also to safeguard the fair’s interests in accounting for its pro- 
portion of income. 
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The ticket stock room has charge of all tickets purchased by the 
fair, which include football tickets, auditorium attraction tickets, 
automobile admission tickets to the fair grounds, and tickets to 
carnival shows and other attractions on the amusement grounds. 
Complete stock records are kept, and, during the period of the 
fair, physical inventories are taken frequently to see that 
tickets are not withdrawn without proper authority, and also to 
prevent a shortage of any particular class of tickets due to an 
unforeseen demand for them. All tickets received from the 
printer are immediately charged to stock by series and numbers, 
and no tickets are issued without proper receipts. 

The ticket-counting room’s operations consist of the counting, 
daily, of all ticket collections from carnival shows, automobile 
gates and the auditorium. With the exception of the man in 
charge, the employees in this department are women. They begin 
their work about nine thirty in the evening, as the shows are 
beginning to close, and work until the day’s receipts are all 
counted and the reports compiled. 

Money changers are provided for the pedestrian gates to the 
fair grounds and in some years for the grand-stand admission 
gates. Admission tickets are not used at these entrances, and 
turnstile operators require exact change for admission. The 
money changers work in shifts, being relieved at meal times and 
other convenient intervals. They work in booths placed in front 
of the turnstiles. 

The cashier's cage, the center of financial activities of the fair, 
is manned by expert tellers provided by the bank designated as the 
fair depository and is operated like a bank. All receipts from 
whatever source are recorded on deposit slips ruled as ordinary 
bank deposit slips. Cash payments are made on properly ap- 
proved petty-cash vouchers, for which cheques to cover are 
drawn daily after the disbursements are audited. Cash is, of 
course, balanced daily. The bookkeeper, employed in the audi- 
tor’s office, records each day the receipts of the cashier’s cage 
during the previous day as determined from deposit slips and 
deposits in the depository bank. This enables the auditor to 
check the cash balance reported to him by the cashier in charge 
with the cash balance shown by the cashbooks as determined by 
the bookkeeper. 

Entrance gates to the fair open about seven o’clock in the 
morning. Shortly before this hour the cashier’s cage and ticket 
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stock room are opened for the day. Vehicle-gate ticket sellers 
procure rolls of tickets from the stock room and the necessary 
change from the cashier. Receipts for change are carried by the 
cashier on stick files; whenever a ticket seller returns his change 
his receipt is handed to him, thus closing the transaction. At any 
time the cashier can determine the number and identity of ticket 
sellers on duty by receipts for change on file. Money changers for 
pedestrian gates secure their supply of change from the cashier, 
who handles their receipts in the manner above described for 
vehicle-ticket sellers. The money changers check in to the cashier 
every time they are relieved, usually three or four times a day. 
Any cash differences are recorded on vouchers which are retained 
and adjusted at the next pay period. 

At the end of the vehicle-ticket seller’s day, he first checks up 
with the ticket stock room, where his supply of unsold tickets is 
kept until he goes on duty the following day. The ticket stock- 
man fills out a slip showing the amount due from the seller for 
sold tickets, which consists of the difference between the quantity 
receipted for by him in the morning and the quantity produced by 
him at the time of settlement. The seller next reports to the 
cashier and turns in the amount indicated on the slip from the 
ticket stockman, which represents his sales for the day, together 
with the change advanced to him by the cashier. Daily settle- 
ments are made in every case, so that when the vehicle- 
ticket seiler’s work for the day is over and he has settled with the 
ticket stockman and cashier, his account with the fair is in 
balance. 

Tickets to auditorium attractions are printed in sets, one for 
each numbered seat. They are sold under the jurisdiction of the 
auditorium house manager, who maintains ticket offices in the 
auditorium at the fair grounds and in a hotel down town. Tickets 
are issued to the ticket seller in charge upon receipt to the ticket 
stock room. Cash receipts of the auditorium ticket seller are 
collected daily by an assistant auditor, who gives his receipt to the 
ticket seller and in turn receives a receipt from the cashier when 
the funds have been deposited. After each performance in the 
auditorium a settlement sheet is prepared. The auditorium is 
grouped by sections according to the prices of the tickets. Un- 
sold tickets are first counted according to sections and prices, and 
after passes are accounted for, the difference between the audi- 
torium capacity and the unsold tickets is entered as a charge 
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against the ticket seller. This figure is then confirmed by count- 
ing the collections for the performance, likewise by sections. The 
auditorium ticket seller is charged with the settlement-sheet bal- 
ance on each performance and is credited with daily remittances 
to the cashier. Owing to the merging of cash for advance sales 
for several performances, a final accounting can not take place 
until after the concluding performance. 

Under the usual form of contract, the fair furnishes all tickets 
for the carnival shows. Before the opening of the carnival com- 
pany’s engagement, its representative makes a requisition on the 
fair’s ticket stock room for the quantities of various denomi- 
nations of tickets it will require. Tickets are sold by employees of 
the carnival shows but are collected by representatives of the fair. 
As soon as the shows close for the night, collectors representing the 
fair bring their collection cans to the ticket-counting room, where 
the tickets are counted and a report is made showing the quantity of 
each class of tickets collected for each show. The carnival com- 
pany makes a daily report to the fair listing the sales by shows 
and classes of tickets, and the proportion and amount due to the 
fair according to the contract. This amount is paid daily in cash. 
The carnival company’s daily report together with the report of 
collections counted come to the auditor’s office where they are 
compared. This audit precludes use of any spurious tickets and 
assures the fair that its receipts from this source are correct. The 
carnival company reports then go to the ticket stock room where 
the carnival company is credited with sales by quantities of 
tickets. At the conclusion of the engagement, the carnival com- 
pany must return all unsold tickets, which, together with the sales 
accounted for daily, must balance with the tickets charged to the 
company. 

Another amusement company, operating permanent riding 
devices on the fair grounds, accounts for its receipts in a manner 
similar to that of the carnival company. However, the riding 
device company uses registering turnstiles instead of tickets. 
Before the fair opens, the fair auditor, together with a representa- 
tive of the riding device company, records the reading of all turn- 
stiles. Daily reports of the riding device company show opening 
and closing numbers for each attraction and the fair’s proportion 
of the receipts, which is paid daily. At the conclusion of the 
fair, readings are taken again to check against the closing numbers 
on the last daily report. On certain of the attractions fair em- 
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ployees check the rerides and make daily reports to the auditor’s 
office to assist further in checking the daily reports. 

Football games played during the fair are also handled on a 
percentage basis. Some weeks before the fair a set of tickets, one 
for each numbered seat, printed for each particular game, is 
divided and sent to the different universities as specified by them. 
From time to time before the game, cash received from ticket sales 
is turned over to the fair. On the night before the game, repre- 
sentatives of the universities turn over all unsold tickets to fair 
representatives who handle ticket sales on the day of the game. 
After the game, business managers of the two participating 
universities and a fair representative meet for the final settlement. 
The unsold tickets are first counted, and the liability for sold 
tickets for each university and the fair is determined, and the 
capacity of the stadium balanced with the set of tickets. Certain 
expenses in which the universities participate are then deducted, 
the fair percentage is deducted, and the amounts accruing to each 
university are ascertained after taking into consideration the 
amounts previously remitted. Afterall allowances, expenses, etc., 
are determined, the fair makes all disbursements in cash or 
cheques. The fair must also provide from its percentage for 
expenses in which the universities do not participate. 

In addition to supervising the departments already mentioned, 
the auditor’s office is charged with the responsibility of auditing 
all receipts and disbursements of the fair. This includes a 
physical check of all outdoor space as well as space in the exhibit 
buildings to be sure that there is account of all revenue-producing 
space. Before the fair is over this inventory is checked against 
space contracts in the office of the superintendent of concessions, to 
determine that all space has been properly billed. Then the 
inventory is checked against cash receipts to learn whether billable 
space has been paid for or contracted for by responsible firms. 
It is essential that this check be made at least a week before the 
fair closes so that proper collection procedure may be followed in 
ample time. 

Advertising space in programmes must be checked and billed 
and payment collected. 

Various attractions from time to time require special audits 
during the progress of the fair. 

Deposit slips covering entrance fees paid to the various live- 
stock and poultry departments must be audited. Physical test 
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checks are made of animals and fowls, and exhibitors’ names are 
checked against cash receipts to verify the payment of entrance 
fees. These entrance fees are listed in the fair catalogue, which is 
issued several months in advance of the annual fair period. 

Purchase invoices must be checked with purchase orders, and 
approval of the proper department head for all purchases secured. 

Payrolls, which are disbursed in cash, are compiled by the , 
various departments, approved by the department head and by 
the fair’s secretary and audited by the auditor’s office. For the 
period of sixteen days two pay-periods of eight days each are used. 

Premium reports from the various departments offering pre- 
miums are turned over to the auditor’s office for payment. All 
premiums are paid by cheque, and a separate bank account is 
maintained for such disbursements. 

A form of ticket known as a customers’ ticket, honored at both 
vehicle and pedestrian entrance gates, must be audited. These 
tickets are issued numerically and without payment to responsible 
local business houses, several weeks in advance of the fair, merely 
upon acknowledgment of a recognized employee of thefirm. Busi- 
ness houses accepting customers’ tickets present them toemployees, 
customers and other friends. After the fair, customers’ tickets 
which have been honored are assorted numerically and counted. 
From receipts on file, responsibility for all numbered tickets can 

be determined and invoices are written up accordingly. The 
auditor is charged with the responsibility of the assorting and 
invoicing and has accounting supervision of the collections. > 

An outline of the accounting system in use is given below, to 
show the difference between accounts carried by the fair and 
those of commercial enterprises. 

The general ledger is divided into two sections, termed the 
operating and the permanent improvement sections. Buildings 
and permanent improvements to the grounds are financed by 
the fair, though title to the grounds and buildings is vested 
in the city of Dallas, whose interests are taken care of by the 
park board. 

The operating section of the general ledger must be discussed— 
the balance-sheet first, followed by the operating accounts. The 
usual asset and liability accounts are carried as follows: 

Petty cash 
Bank accounts 
Accounts receivable 
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Supplies—inventories 

Automobiles 

Tools and equipment 

Furniture and fixtures 


Accrued interest 
Accounts payable 
Notes payable 
Surplus 


These accounts are self-explanatory. Particular attention is 
called to the absence of reserve and capital accounts. Reserves 
for depreciation are not maintained, as all fixed property used for 
fair purposes is owned by the city. Permanent improvements are 
carried on the books as long as they are in use; when sold or 
abandoned they are charged to surplus. Absence of capital stock 
is explained as follows: The fair was chartered as a non-profit- 
sharing enterprise and receipts from the sale of stock were 
credited to surplus. Stockholders receive an annual pass to the 
fair for each share of stock held, and they elect directors at the 
annual meeting. In the usual sense of the term there is no 
capital stock. 

Operating revenues are grouped and detailed as follows: 

Admissions—Main entrance, auditorium (separate accounts for 
each attraction), exhibitors’ tickets, delivery licences, vehicle 
tickets, grand-stand, customers’ tickets. 

Rentals—Agricultural building, automobile building, dairy 
building, educational building, exposition building, art building, 
auditorium, grand-stand, race department, cattle division, horse 
division, jacks and mules division, sheep and goats division, swine 
division, rabbit division, poultry division, horse show, live-stock 
arena, caged birds, outdoor space. 

Concessions—Restaurant, cold drinks, cotton seed, novelties 
and jewelry, candy, cigars and tobacco, wheels, grand-stand, 
stadium, live-stock arena, auditorium, miscellaneous. 

Per cent. shows—Carnival shows, football (separate account 
for each game), kennel shows, riding devices, separate accounts 
for various trains, dance hall, etc. 

Miscellaneous—Art catalogue sales, interest earned, rain in- 
surance, miscellaneous refunds, stock premium donations, horse- 
show premium donations, sale of scrap, auditorium programme 
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advertising, auditorium song sale, auditorium check room, elec- 
tricity sales, race subscriptions, flag donations, slot machine 
receipts, sundry revenue. 

By departments, operating expenses are given below: 

Administration—Administrative salaries, administrative clerk 
hire, traveling expenses, miscellaneous expenses, auditing, cash- 
ier’s department, change makers, ticket department expense, 
Dallas day expense, legal expense. 

Attractions—Auditorium payroll and expense (separate ac- 
count for each attraction), war tax, stadium, outdoor attractions, 
grand-stand, fireworks, indoor attractions, dog show, rodeo, 
agricultural department, art department, concert band, football, 
southwestern dairy show. 

Gates and tickets—Payrolls, tickets, opening-day keys, mis- 
cellaneous expense. 

General expense—Advertising—newspapers, advertising—gen- 
eral, books, printing and stationery, catalogues, communication, 
decorations, donations, entertainment, hospital, illumination, 
insurance, labor and grounds, miscellaneous, police department, 
automobiles, taxicabs, ice for grounds, live-stock division, signs, 
boys’ and girls’ dormitories, supplies, office expenses, club house, 
rain insurance, automobile and manufacturers’ building, bad 
cheques, interest, dues and subscriptions, race department, elec- 
trical department, poultry department, rabbit department. 

General repairs—aArt and textile building, agricultural building, 
club house, auditorium, auditorium stage, auditorium organ, 
exposition building, educational building, live-stock division, 
walks and drives, miscellaneous, poultry building, rest cottage, 
race track, grand-stands and bleachers, toilets and sewers, auto- 
mobile building, boys’ and girls’ dormitories, stadium, fences, 
race barns and jockey rooms, administration building, Alamo, 
implement building, baby camp. 

Premiums—Apiarian, art department, boys’ corn clubs, boys’ 
and girls’ poultry clubs, cattle—beef, cattle—dairy, caged birds, 
culinary, dairy products, girls’ canning clubs, sheep and goats, 
horticulture, horses, jacks and mules, race purses, poultry, swine, 
textile, scholarship, superintendents and judges, miscellaneous, 
reserve officers’ training corps, agricultural, music, horse show, 
pet stock, boys’ and girls’ dairy calf clubs, boys’ and girls’ beef 
calf clubs, colored boys’ and girls’ clubs, dog show, Dallas day, 
girls’ home demonstration clubs. 
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Permanent improvement section of the general ledger consists 
of the following accounts: 

Buildings, etc. (separate accounts carried with each asset). 

Notes payable (long term). 

Surplus. 

The auditor is responsible for the annual report which must be 
compiled in time to be submitted to the directors’ meeting early in 
December of each year. 

When it is remembered that approximately ninety-eight per 
cent. of the annual income of the enterprise is received within a 
period of sixteen days, some idea of the difficulties to be encoun- 
tered may be obtained. All employees must be carefully selected 
and trained in advance to handle the extraordinary volume of 
work. Every precaution must be exercised, both before and dur- 
ing the fair, to safeguard the fair’s interests. 

As in all financial activities, there is great need for auditing 
services for fairs, and public accountants should interest them- 
selves in this line of work, where possible, both from a sense of 
civic duty and as a source of income. 
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H. P. BAUMANN, Editor 
AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinions of the editor of 
the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Parrt I 
May 15, 1930, 1 P. M. to 6 P. M. 


The candidate must answer the first four questions and one other question. 


No. 4 (20 points): 

You are engaged by a firm of attorneys to advise and aid in a general reor- 
ganization of their offices, with particular reference to accounting procedure, 
— etc. 

Upon investigation you find that it has been the practice to keep a chrono- 
logical record n wend spent upon each undertaking and, upon completion of a 
matter, to bill the client from this record, taking into consideration preéstab- 
lished minimum rates per hour for the various partners and attorneys, the 
nature of the work, etc. 

The operations of the firm as a whole result in a profit, but no attempt 
beyond rough estimates has ever been made to determine the cost per hour to 
the firm of each member of the staff. Further investigation leads you to 
believe that much individual work is done at less than cost. 

You discuss the situation with the firm members and you are requested to 
poraee for their consideration a comparative table showing the direct, over- 

ead and total costs per hour to the firm of each partner and attorney, in com- 
parison with the minimum billing rates in effect. 

From the above information and the following data, construct the required 
table, bearing in mind the fact that the partners wish ‘the accounting system, 
which you are about to install, to provide for recording the direct cost of avail- 
able time, sickness, holidays and other non- chargeable time. 


(a) The three partners are actively engaged in the practice of law. 

(b) The legal staff, including the partners, numbers nine, and may be desig- 
nated by numbers in your solution, numbers 1 to 3 being the partners. 

(c) The normal working year per man is conceded to be 1,981 hours and 181 
hours per annum are considered a reasonable allowance per man for 
all non-chargeable time. 

(d) The partners draw $1,000 each per month which they consider as salary. 
The annual salaries of the members of the legal staff are: 


Number 4—$5,400 Number gp 
5— 4,800 8— 3,600 
a 6— 4, 200 wis 9— 2 400 


(e) The minimum billing rates per hour are: Numbers 1, 2 and 3, $10; 
por y 4, $7.50; Number 5, $6.50; Number 6, $4.50 and Numbers 7, 
8 and 9, $3. 

(f) The firm’s actual expenses for the year under review (exclusive of part- 
ners’ drawings) were as follows: 


Salaries: 
ERIN A OPE TTT $24,000.00 
RS ine i's 5 2 e Dew eeeexsekeeene 15,641.00 
Tt a Pa wie aks 4 dae bea 8,155.00 


$47,796.00 
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a gig I si in ee 18,301.00 
Shatiomery O00 GUMNIES. . . 5.6.65. ce cecces 3,730.51 
Telephone and telegraph.................. 3,101.15 
I oe cish a bake 5% bic oe ee aa 2,514.63 
Miscellaneous expenses..................-- 3,066 .98 

$78,510.27 


Solution: 

From the information given in the problem it seems that the overhead is 
more or less relative and should be distributed upon a basis of (1) relative 
minimum billing rates, or (2) relative salaries received by the partners and the 
members of the staff. It may be reasonably assumed that the partners will 
have available for their particular work the most capable stenographers (stenog- 
raphers’ salaries); that their offices (rent) will be large and will be located in 
the most desirable space; that their equipment (depreciation) will be more 
costly; and that most of the ‘‘ miscellaneous” expense will be incurred by them. 

The total overhead for the year amounted to $54,510.27 as shown below: 


EE Ce Es nt .. $15,641.00 
FRE OV rere Te Pere ee 8,155.00 
MN Se aks ania Cae Sud cock a ale 18,301.00 
Stationery and supplies................... 3,730.51 
Telephone and telegraph.................. 3,101.15 
EUS = el osc Cela: ck cacseotcksdoduans 2,514.63 
Miscellaneous expense.................... 3,066.98 

pr mere Preys were oe $54,510.27 


The salaries of the partners and the members of the staff total $60,000.00 of 
which— 


Chargeable time is 1800/1981 of $60,000.00 or............... $54,517.92 
and non-chargeable time is 181/1981 of $60,000.00 or....... 5,482.08 
(See eT ee ere meee ey $60,000 .00 


For practical purposes, the overhead of $54,510.27 may be considered as 
being 100% of the productive salaries of the partners and members of the 
staff and is so treated in the comparative table on the following page. 


No. 5 (15 points): 
The stock transactions following were made by A: 

Jan. 5, 1926 Purchased 300 shares of X Corporation for $3,000. 

Sept. 1, 1927 Twenty per cent. stock dividend received. 

Feb. 1, 1928 Purchased 100 additional shares of X Corporation for $6,800. 

Jan. 1, 1929 Twenty-five per cent. stock dividend received. 

Jan. 2, 1930 Stockholders of record, on this date, were entitled to purchase 
one (1) additional share of stock for $50 for every five (5) 
shares held, option expiring February 2, 1930. 
300 rights sold for $3 each. 
125 shares of X Corporation sold for $10,000. 

Feb. 1, 1930 ~~ option on remaining rights. Market value of stock 
was $90. 
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You are requested to ascertain (a) the profit on the sale of rights, (b) profit 
on sale of stock and (c) cost of remaining stock held, as required by the federal 
tax regulations. 

Note.—Make your computations to the nearest cent, disregarding extended 
decimal figures. 

Solution: 

The present income-tax regulations provide that the cost of the stock is to be 
divided between the stock and the rights in proportion to their relative market 
values. On January 2, 1930, the date on which the stockholders of record 
were entitled to the right to purchase additional stock, the market value of 
the stock and the rights was determined by the sale of 300 rights at $3.00 each 
and 125 shares of stock for $10,000.00 or $80.00 per share. The division of the 
cost of the stock between the stock and the rights follows: 








First lot Second lot 
Per Per 
Market share or share or 
value Amount right Amount right 
ES voucice xsd $80.00 $2,891.57 $6.42571 $6,554.22 $52.43376 
Be ih diioxiiks 3.00 108 .43 . 24096 245.78 1.96624 
Total........ $83.00 $3,000.00 $6.66667 $6,800.00 $54.40000 








As only two lots of the stock of X Corporation were held, and as the number 
of shares sold, i. e., 125 shares, was the amount held in the second lot, it may 
be assumed that the shares sold can be identified as having been those of the 
second lot. On that assumption the taxable profit on the sale of the stock 
would be— 


Galline wales oF TFS GMO GIG. oon occ scccccvcccscascesccses $10,000 .00 
Cost applicable to the shares sold (second lot)........ ae 6,554.22 
eo ee eee rete pre $ 3,445.78 


If it is assumed that the 125 rights of the second lot were included in the sale 
of 300 rights, the taxable profit on the rights would be— 





Dole es 6 6 0.8 ko cv ccnccctsnnbatcnnsbaasbaees $900 .00 
Cost applicable to rights sold— 
SD OO ako heed pace cicnscckecviaaee $245.78 
oF ee) Peer rer eeetT er ere, oer 42.17 287.95 
Tenable profit on cnle of clattte ........osccccconsssesssovans $612.05 








The cost of the remaining stock held as required by the federal tax regula- 
tions is determined as follows: 


| PPT TTT rT 575 
POPE Tee Terror eee 300 
Re GIG a x oo 0 050 0ca0senshacceenueeeee 275 
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As one additional share of stock could be purchased for $50.00 for every five 
rights held, A purchased, on February 2, 1930— 





SE ais 270 OB) Oe SOE oo on 5 oc ek sce cddevnrddéeeeea $2,750.00 
to which should be added the value of the rights exercised— 
PE IES, Sa dad Gc wank lees whic ia hae ee aS A eens 66.26 
Sek A NEE BUENOS og 6a as kik cee cccaevacdcanboue $2,816.26 
The value of the 450 shares of the first purchase is— 
I gs aac leva sgdire @. em hasan ms a ae $3,000 .00 
Deduct— 
I oii. ic hse me Merde dea. Ho wa mia mens $42.17 
po rr rn 
CR OC EE eee ee 108.43 
Wading Oe BOO anaes WE oink 5k cci oven ec ccsccesicbdidsevecvees $2,891.57 


The foregoing solution was based on the assumption that the stock sold and 
the rights sold and exercised could be identified. However, if it were impossible 
to identify these lots, it would be necessary to proceed on the theory of “first 
in—first out.” 

The allocation of the cost of the stock to the stock and the rights in propor- 
tion to their market values would not be affected, but a considerable increase 
in the taxable income would arise if the stock sold was of the first lot acquired. 


Sees mee GE FAP GRIN BI 6 onc ccc dccccivescnvececsnss $10,000 .00 
Cost applicable to the shares sold (125 X $6.42571).......... 803.21 
TR POU Gr WHEN GE TRIE. « 6 oon. 5 5 ce hecicccdentees $ 9,196.79 


The taxable profit on the rights sold, assuming that these could not be 
identified, would be— 


OR... 2 oN UGE ebslehd ddads Obs adedneade $ 900.00 
Cost applicable to rights sold—300 at $.24096................. 72.29 
Be rrr re $ 827.71 
The cost of the remaining stock held would be— 
First lot— 
Originally held 450 shares 
Sold 125 shares 
On hand 325 shares at $6.42571 per share........... $2,088 . 36 


Second lot— 
525 shaves Ot G52.49376 per ONONe. ... og oo. cvccccdassien $6,554.22 


New stock purchased— 
er ON te OE GION gn. ook ccae sd cdeeoecscadseesen $2,750.00 
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Add—value of rights exercised— 





150 rights of first lot at $.24096................ $ 36.14 
125 rights of second lot at $1.96624............. 245.78 281.92 
Total cost of new stock purchased....................0. $3,031.92 


A statement of the transactions appears on page 152. 


No. 6 (15 points): 

An individual inherits a one-sixth royalty in coal lands, estimated to contain 
188,160,000 tons of coal. The property is leased on a royalty basis of 25 cents 
per ton, payable annually, and it is expected that the coal will be extracted in 
equal amounts annually over a period of 40 years. 

Calculating interest at 6 per cent., what is the individual’s interest in the 
property? 

Six million tons of coal were mined during the first year. 

What proportion of the royalty received should be treated as income and 
what as return of capital? 

Given (1.06)*°= 10.285718. 


Solution: 

The individual's interest in the property is the present value of annual 
royalties to be received by the individual. The amount of the annual royalty 
to be paid the individual, based upon the assumption that the coal will be 
extracted in equal amounts annually, is— 


Estimated amount of coal contained in coal lands....... 188,160,000 tons 
a ae rere. Ve rreee ee re 25 cents 
Total royalties receivable during 40 years.............. $47,040,000 
pe ee Pere rere ry 1,176,000 
One-sixth interest in annual royalty................... 196,000 


The amount of 1 for 40 periods at 6% is given as 10.285718. 

The present value is, therefore, 1+ 10.285718 or .097222187. 

Compound discount is 1—.097222187 or .902777813. 

The present value of an ordinary annuity of 1 is .902777813+.06 or 
15.0462969. 

The present value of an ordinary annuity of $196,000 for 40 periods at 6% 
is $196,000 x 15.0462969 or $2,949,074.19 which is the value of the indi- 
vidual’s inheritance. 

The second part of the problem requires the proportion of income and return 
of capital in the royalty received on the six million tons of coal mined during 
the first year. If the production for the year had been as estimated, i. e., 
4,704,000 tons, the royalty received would have been divided as follows: 


Vales cf ScUSGeE OG SUOEIRIIIGD, «wo. kn ivcccctssnsccucten $2,949,074.19 
ee er ee ee $196,000 .00 
6% of value of inheritance (income)......... 176,944.45 
ee ee eee re $ 19,055.55 


However, the actual annual production in the future can not be known, and 
estimates must be used. As the value of the inheritance is set at $2,949,074.19, 
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the value per ton of the coal in place is $2,949,074.19 divided by 31,360,000 tons 
or $.094039 per ton. The income for the first year based upon the actual pro- 
duction of 1,000,000 tons will show— 





1,000,000 
Per ton tons 
pais CHEE. 66 os vadsasdeces thedaksneen $ .25 $250,000 .00 
WI 5 Wie 55.0 eid alg d ck eee Bee .094039 94,039.00 
eT ee eee ey $ .155961 $155,961.00 








New YorK ACCOUNTING EXAMINATION 


This department has been requested to solve the following problem set by 
the accounting examiners of the University of the State of New York on 
November 11, 1929: 


A chemical company manufactures two products from the same ingredients, 
viz: every 2,000 pounds of raw material produces 1,000 pounds of product “a’”’ 
and 800 pounds of product ‘“b” of which latter product, however, 50% i is 
waste and unsalable. The plant is divided into the following three depart- 
ments: 

Raw-material department, 

Grinding and mixing. 
Conversion department “A, “ 

Converting product “‘a”’ into salable form. 
Conversion yin oe *y 

Converting product “b” into salable form. 

The raw materials consumed in the raw-material department amounted to 
a ,000 pounds and cost 8¢ per pound. The departmental expenses are as 

OLLOWS: 








Raw 

material Conversion Conversion 

Expenses dept. dept.“A” dept. “B” 

TS Oe Oe Pe aera $ 70,000 $ 75,000 $25,000 
Heat, light, and power............ 15,000 18,000 9,000 
Depreciation Dea hap ienthate & 4 eect ae 2,500 15,000 17,000 
Machinery maintenance........... 3,500 12,000 12,000 
Co antes. Sle head atad KS PEALE 16,000 20,000 9,000 
SEE VEE EO EE ET 3,000 5,000 8,000 
Departmental expense............ 10,000 15,000 12,000 
Wc Shck ink ds been cumeea $120,000 $160,000 $92,000 














The selling and administrative “yee applicable to both products amount 
to 20% of their cost. Product “a’’ sells for 60¢ per pound, less discounts of 
25% and 10%. Product “b” sells for 70¢ per pound, less 10% discount. 
Figure the margin of profit on each product, pea forth the result in an ap- 
propriate statement such as would be required by the operating officials of the 
company. 

Solution: 

As every 2,000 pounds of raw material produces 1,000 pounds of product 
“a” and 800 pounds of product ‘‘b,’’ the cost of the raw material used, the labor 
“a other expenses of the raw-material department should be distributed to 
departments “A” and “B” on the basis of 1,000/1,800 and 800/1,800 


respectively. 
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Correspondence 


NAMING THE LEDGER 


Editor, THE JOURNAL OF ACCOUNTANCY: 

Sir: THE JouRNAL oF AccounTANCY for May, 1930, contained on pages 
350-353 an article by Herrmann Herskowitz dealing with “ The Roman Literal 
Contract and Double-entry Bookkeeping.’’ In the second paragraph of the 
article the author enumerates the books which the paterfamilias employed 
and gives the Latin name of the cash book, the Latin name of the waste book 
and the German name of the ledger. In my opinion there is no justification in 
the substitution of a German term for a Latin term in this article. The 
paterfamilias could not have used the ‘“Contocurentenbuch” (correctly 
Contocorrentenbuch) because it did not exist in the era of the paterfamilias. 
Obviously the use of the word ‘“Contocurentenbuch”’ (correctly Conto- 


correntenbuch) is here anachronous. Sincerely yours, 
New York, June 6, 1930. EMERIC DE BENKE. 
EARNINGS PER SHARE 
Editor, THE JOURNAL OF ACCOUNTANCY: ° 


Sir: The article by Mr. Andreas S. Natvig, entitled “Earnings Per Share,” 
which appeared in THE JouRNAL oF AccounTANCcy for April, 1930, deals with 
a subject which has become of very great interest to the community generally 
during recent years. The necessity for uniformity of treatment in a matter of 
this kind will appeal to accountants and there should be little difficulty in agree- 
ing with the method outlined by Mr. Natvig. 

At the same time, there is a further development of the matter upon which 
it would be interesting to have Mr. Natvig’s views. It is, I think, of sufficient 
importance to form the basis for a second article on the same subject. I refer 
to the matter of the comparison of earnings per share over a series of years in 
cases in which there have been changes in the capital structure of a company. 
Mr. Natvig’s article lays down very clearly the lines to be followed in comput- 
ing earnings per share of a company where changes have taken place in the 
number of shares outstanding from time to time during the year. Let us 
assume that he is speaking of the earnings per share of a company for the year 
1929. What adjustment in the amount of the earnings per share so computed 
for that year would he make in comparing the results for that year with the 
results for, say, 1930 and 1931, in cases in which there had been changes in the 
number of shares outstanding during these two latter years? These changes 
might result from the issue of additional shares for cash, or they might result 
from stock split-ups or stock dividends. The stock dividends might be of an 
exceptional character, or they might be regular stock dividends capitalized out 
of current earnings. 

Even as to the earnings per share for a single year there might be some differ- 
ence of opinion as to whether an increase resulting from a stock dividend capi- 
talized in the usual way should be treated as equivalent to an increase resulting 
from a subscription for cash. What is the practice of corporations and of the 
various investment services with respect to this point? 

Yours truly, 
Troy, New York, June 5, 1930. RAYMOND J. HANNON. 
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PROCEEDINGS INTERNATIONAL CONGRESS ON ACCOUNTING, 
1929. 

An important addition to the literature on accountancy has been published 
by order of the executive committee of the international congress on accounting 
held in 1929, at New York. The volume is impressive in magnitude. Thir- 
teen hundred and seventy-six pages are sufficient only for the reproduction of 
the papers presented at the congress and for a very brief summary of the prin- 
cipal discussions. 

Many of the papers which were under discussion at the congress are of lasting 
importance, and it does not seem that any accounting library which lacks this 
volume can claim to be complete. It is, of course, impossible to attempt to 
summarize its contents. Suffice it to say the book is well printed and edited. 
The number of copies available is said to be small and there should be no diffi- 


culty whatever in disposing of the entire edition. 
A. P.R. 


STANDARD COSTS, by G. CHARTER Harrison, The Ronald Press. 308 


pages. 

The author of Standard Costs states in his preface that it has been written to 
provide a manual of accepted practice in regard to standard costs, and to some 
extent this purpose has been fulfilled even though the book may not be regarded 
as scientific in its treatment of the subject. His text is not always clear nor con- 
cise and his treatment, particularly in the matter of formulz, is not sufficiently 
theoretical to make the book useful as a textbook for instruction in cost account- 
ing nor for progressive study of the subject. The book on the whole is rather 
more an exposition of the author’s methods of procedure in designing and in- 
stalling standard cost systems than a manual of standard costs or a textbook of 
the subject. 

It contains about 300 pages, including 42 “figures”’ most of which illustrate 
forms and their uses, and 50 “tables” illustrating the author’s method of set- 
ting up forecasts and the results of operations as disclosed by comparisons be- 
tween standard and actual costs, etc. The forms illustrated are apparently 
reproductions of actual forms on a reduced scale and, consequently, the use of a 
reading glass is frequently required, but it would be a mistake for the reader to 
conclude that any of these forms are an essential part of every standard cost 
system. Their apparent multiplicity is deceptive for there are many repeti- 
tions, as the figures are generally designed to show how the data are accumu- 
lated and utilized. 

The author makes reference (page 61) to Frederick W. Taylor and his paper 
on The Principles of Scientific Management, published by Harper & Brothers, 
New York, in 1911. The paper referred to contains neither a form nor a table 
and in the first chapter thereof, Mr. Taylor says,“ Several papers have been 
written, describing the expedients which have been adopted and the details 
which have been developed under scientific management, and the steps to be 
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taken in changing from the ordinary to the scientific type. But unfortunately 
most of the readers of these papers have mistaken the mechanism for the true 
essence.’’ A casual reader of Mr. Harrison’s book is very apt, in the opinion of 
this reviewer, to mistake the mechanisms illustrated in the book for the true 
essence of ‘‘standard costs.”’ 

The book is divided into eight chapters, the first two of which are largely 
introductory and historical. In these, Mr. Harrison presents the essential 
features of efficient management, namely, establishment of standards of effi- 
ciency and their use in prompt comparison with actual performance, to the end 
that a high ratio of efficiency may be established and maintained through dis- 
covery of the causes of inefficiency. 

The third chapter deals with a general method of attacking any problem in- 
volving a change of system or method of directing operations and recording 
their results. 

In the fourth chapter, the author presents a series of equations for use in allo- 
cating variations of actual cost from standard cost to their specific causes and 
shows the use of the equations presented. These equations are ali very simple 
in form—too simple, in the opinion of this reviewer, to be properly styled for- 
mulz. The notation is arbitrary and it would not take much time to memorize 
the meaning of A, B, C, etc., but these symbols represent complex quantities in- 
stead of elementary quantities and consequently the so-called formule do not 
directly indicate the nature of the actual or standard data which must be col- 
lected currently or set up for use. 

Chapter V is headed “Installing standard costs’’ and contains forty-three 
divisions, under heavy type headings, consisting of one or more paragraphs, and 
covers fifty-five pages of the book. More than three-quarters of these sub- 
divisions refer to forms illustrated and the whole chapter is rather a set of 
instructions for installing the author’s system of standard cost accounting than 
a presentation of the principles which should govern the orderly procedure of 
designing and installing standard cost accounting. 

Chapters VI and VII supplement chapter V with particular reference to 
“wholesaling”’ and “ manufacturing.” 

Chapter VIII, the last chapter in the book, deals with the analysis of cost 
variations and is perhaps the best chapter in the book, if the reader has the 
patience to sift the essential matter from the particular methods followed by 
Mr. Harrison. 

HAROLD B. ATKINS. 


KEANE’S MANUAL OF INVESTMENT TRUSTS, 1930. Financial Pub- 
lishing Company, Boston. 2,246 pages. 

The new edition of Keane’s Manual of Investment Trusts will astonish even 
those who are familiar with the enormous growth of investment trusts during 
the past few years. The volume of 1929 contains references to 414 trusts. 
The present book deals with a total of 608, an increase of over 46 percent. But 
it is not only in number that this form of investment has increased. We learn 
that on December 31, 1928, the total financing of all investment trusts 
amounted to $891,188,841 (stocks, $695,318,316; bonds, $195,870,525). At the 
end of April, 1930, the corresponding figures were, stocks, $2,501,050,314; 
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bonds, $340,317,325; total, $2,841,367,639. Estimates of the amount of cash 
received from the sale of fixed trusts place the figure conservatively at about 
$250,000,000, making a grand total of well over $3,000,000,000. 

The second part of the book contains a list of the institutions holding invest- 
ment trust securities, and a classified list of the different types of investment 
trusts. 

When it is remembered that ten years ago the very term “investment trust”’ 
was almost unknown, the fact that nearly $3,000,000,000 are now invested in 
these trusts appears almost incredible. 

Keane’s Manual is well printed in clear type and affords a reference which 
must be of value to all who have financial interests. 


A. P. R. 


ACCOUNTING THEORY AND PRACTICE. Vol. I (first year) 3rd edition 
revised and enlarged. By Roy B. Kester. The Ronald Press Co., 
New York. Cloth, 835 pages. 


It would be superfluous to compare in detail this third edition of Professor Kes- 
ter’s well-known and widely used Accounting Theory and Practice with the first, 
published in 1917. Suffice it to say that the author has been alert to keep up 
with the rapidly changing improvements of the last ten years in business 
accounting practice, notably in making clear the growing importance of mana- 
gerial control through the accounts. It may surprise some of us oldsters that 
this phase is even touched upon in the first year of a college accounting course, 
but with the remarkable advances that have been made in high-school business 
courses it is a logical development. It marks the tendency of higher accounting 
not only to provide better methods of recording past results but also to show 
the way to increase profits. Thisisasit shouldbe. The high schools of to-day 
can and do turn out competent bookkeepers, but surely much more is expected 
from a graduate of a university accounting course. 

The most noticeable change from the earlier editions is the inclusion of chap- 
ter 28, the manufacturing corporation, and chapter 29, the voucher system. 
These chapters are taken from the second volume of the series, a significant 
indication of the rising standards for college students in the first year of the 
course. There is also an enlargement of the appendices containing practice 
problems, a growing necessity, particularly for those who propose to take the 
examinations for the C. P. A. certificate. 

Even more significant is the attitude of the author toward his reading public. 
In 1917 the first edition was intended primarily for the first year student in 
accountancy. Inthe present edition Professor Kester addresses himself more to 
business executives—the student of accountancy takes second place. Now 
this is simply a recognition of the way accountancy has forged to the front 
in the days since the world war. Whether as a result of complicated income- 
tax laws, the high pressure incident to mass production, or just plain common- 
sense, business is demanding a guide and control that will cut down expenses 
and increase profits. It is finding it in higher accounting. But to be sure that 
he is getting the information he should expect from his trained accountants, 
the business executive is compelled to acquire some knowledge of the subject 
for himself. Gone are the days when he could waste the time to call in his 
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bookkeeper to explain complicated statements, ‘‘in words of one syllable’ as a 
director once said to me! Such action on the part of an executive to-day would 
arouse uneasy suspicion of his ability to manage. 

As a solid foundation for the remaining years of his course, the student will 
find this text indispensable. The business executive, in esse or in posse, will 
find it a safe guide by which to judge of the work of his accounting department. 


W. H. Lawton. 


ROBERTS’ MANUAL TO UNITED STATES BOARD OF TAX APPEALS 
REPORTS. Harper & Bros., New York. 4,827 pages. 

An immensely valuable book of reference has just been published by Harper 
& Brothers. It is a two-volume manual to the reports of the United States 
board of tax appeals, prepared by Charles A. Roberts of the New York bar. 
The book covers all citations through volume 17 of the board's reports. This is 
one of the very few thoroughly comprehensive works of its kind, and its place 
should be assured in the library of every accountant or lawyer engaged in 


income-tax practice. 
A. P.R. 


OVERHEAD EXPENSE by A. HAmitton CuHurcH. McGraw-Hill Book 
Co., Inc. 418 pages. 

When direct labor and material were the overwhelmingly preponderant items 
of manufacturing cost it was considered fairly correct accounting to lump 
together all indirect expenses that applied in some degree to several processes or 
products, call the resulting total “overhead expense”’ and distribute it to the 
several processes or products as a percentage addition to direct labor cost. 

As Church properly says, the replacement of men by automatic machinery 
has made this rough and ready method obsolete. The cost of the so-called 
indirect expense items exceeds, in some cases of continuous processes grossly 
exceeds, the cost of direct labor; the tail wags the dog. 

Church believes that the basis of distribution should be not the actual use 
made by each process or department of the facilities provided—steam, power, 
supervision, space, etc.—but the amount of use that would be made if each 
department operated to an extent forecast as being normal. 

He would collect the indirect expense items into groups, each group corre- 
sponding to some one facility such as power, and after a survey of the normal 
power needs of each department and an estimate of the total annual cost of 
power, divide that cost over the several departments in the ratio of their 
standardized requirements, thus charging a department with its standardized 
proportion of power whether its output was up to standard, above it or below it. 
Then the department would charge its product at a unit rate based on standard- 
ized output, and profit-and-loss account would take up the slack. 

In effect, each process or department would be required to contract on an 
annua! basis for a certain amount of power, space, steam, etc., and pay for it 
irrespective of output. Church compares the charges with rent. 
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There is much to be said for this plan; space, depreciation, rent, taxes, insur- 
ance and some other items of indirect expense go on, whether school keeps or 
not. That is not so true of some other expenses. 

The problem has been attacked in a widely different way. In the June issue 
of Chemical and Metallurgical Engineering may be found an advertisement of a 
company selling flow meters. It pictures the superintendent of a section of a 
paper mill complaining of the excessive charge to his department for steam. 
The head accountant replies that steam cost is overhead and is distributed on 
the basis of direct labor. The superintendent replies that “That is not even a 
good guess,”’ whereupon flow meters are installed to measure the steam used so 
that each department may pay for the amount used and no more. This has a 
sound of fairness, but is not, perhaps, as fair as it sounds. 

At any rate, the attempt to convert indirect to directly measurable costs by 
metering and measuring is rapidly gaining ground. A glance at the advertise- 
ments of measuring devices for water, current, power, steam and other service 
is sufficient to show that. 

This book shows a tendency toward stating as “cost’’ not actual cost but 
cost as it would be if all standardized levels were reached. Such costs are 
singularly like the old-fashioned “estimated costs’’ which were used by our 
grandfathers. The treatment of losses from machine breakdowns and from 
obsolescence of expensive machinery is characteristic—they are excluded from 
cost although they are a part of the price we must pay for using such plant. 
Nothing recurs more persistently than non-recurring expenses. Those who fix 
selling prices on costs compiled in the blessed belief that all the catastrophes 
have already happened are optimists. 

No work by A. Hamilton Church should be omitted from the library of the 
cost accountant. This book is the most important and the best work on cost 
accounting that your reviewer knows. 

FRANK W. THORNTON. 
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Accounting Questions 


[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in- 
formation. The executive committee of the American Institute of Accountants, 
in authorizing the publication of this matter, distinctly disclaims any re- 
sponsibility for the views expressed. The answers given by those who reply are 
purely personal opinions. They are not in any sense an expression of the In- 
stitute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—-Ep1Tor.] 


PRO-RATING OVERHEAD CHARGES 


Question: At your convenience will you please indicate the approved prac- 
tice in pro-rating overhead charges of contractors? 

Our client who presents the proposition to us now is a builder of concrete 
bridges on highways and takes some fifteen or twenty such contracts a year. 
The labor cost is quite a factor. He had hoped that we could find an equitable 
way of pro-rating overhead so that it might be charged at the completion of the 
job and not wait until the end of the year. 

Our thought up to the present time has been that probably no plan is ab- 
solutely equitable and it might be just as well to charge the same proportion of 
overhead as prevailed in the previous year, if conditions were practically the 
same, and carry an unabsorbed overhead account and let the estimated over- 
head stand until the end of the year when we can get a definite figure. 

I appreciate that this is one of the problems that has absolutely no accurate 
answer but we want to render the best possible service, and welcome your 
suggestion. 


Answer: In reply to your inquiry we advise you that our experience indi- 
cates that where contractors pro-rate general overhead it is ordinarily done on a 
fixed percentage basis. Also that such pro-rating is generally not added to con- 
tract costs on the books of account but is kept as a matter of separate statistics 
for information purposes only. 

The difficulties of making an equitable distribution of general overhead are 
pointed out and discussed by Affelder in his book Contractors’ Accounting Prac- 
tice, pages 234-235, and he concludes 

“that a contractor’s method of conducting operations must result in some 
of the chief factors being uniform on all contracts before an pet 
distribution of the burden of general overhead expense can be effected. 
These factors are (1) uniformity of size of contracts, (2) of rate of profit 
earned, and (3) of time required to execute and complete a contract.” 

We believe the accountant making the inquiry, having had all the particulars 
of the business under his observation, has reached the most practical conclusion 
as stated in his third paragraph. 
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However, considering the matter from another standpoint, it would be help- 
ful to know why the contractor is so keenly interested in an exact pro-rating of 
the overhead—whether it relates to the building up of estimates for bidding 
purposes, or to the variation of actual profit from estimated profit, or from 
other financial reasons as distinct from a desire to refine his accounting methods. 


Answer: From the way the inquiry is presented I assume this is one of those 
cases in which there is not a fairly uniform volume of work but where there may 
be periods of great activity interspersed with periods of comparative idleness. 
I quite agree with your inquirer that there is no definite plan which can be 
relied upon to be absolutely equitable under such variant conditions as these. 
He suggests charging as the work progresses ‘‘the same proportion of overhead 
as prevailed in the previous year if conditions were practically the same.” 
This, of course, involves continuous consideration to determine if conditions 
are practically the same, with a possible variation in rate as the probability of 
variation in conditions appears. In some conditions this may be satisfactory. 

In most cases, where there is as great variation as there is apt to be in the 
contracting business, I would be more inclined, however, to handle the matter 
of general overhead on a basis of under-absorbed or over-absorbed burden; that 
is to say, I would estimate the burden basis which could reasonably be con- 
sidered as a cost for the contracts to absorb. Some estimate of this must be 
adopted as a basis for bids to be submitted. If the computation for the bids is 
intelligently and wisely made, the allowance for burden which is included 
therein should represent an intelligent estimate of the burden applicable to that 
contract. An overhead burden account which was charged with the total 
burden and credited with the amount which could be considered as a proper 
charge against each contract would then indicate whether there was an over or 
under absorption of burden, with the difference to be taken into account as 
such on the regular profit-and-loss account. 

The foregoing applies, of course, only to general burden which can not be 
clearly assigned as an actual cost to individual contracts. Each contract 
should naturally be charged with all costs which are clearly applicable to it, 
whether these represent direct construction, labor and materials, contract 
supervision, or other. In other words, we probably have within each contract 
itself certain direct and certain overhead or general charges. Where there is a 
decided lack of uniformity in work it is desirable to have everything possible 
charged directly to the contract concerned and so minimize the general over- 
head burden which has to be the subject of a more or less arbitrary and perhaps 
rather unsatisfactory apportionment. 

A careful survey of the situation will often show there is a considerable 
amount which can be distinguished as clearly chargeable to various separate 
contracts. We then have left in general overhead only such items as we can 
not say are real costs of any particular contract but must simply be absorbed on 
some kind of reasonable basis over the entire work. If, then, we charge each 
contract with the amount which we can consider as a reasonable allowance to 
it for general overhead, our under-absorbed or over-absorbed burden will 
stand to represent either a loss resulting from failure to have enough work to 
care for general overhead or a gain due to having business better than reason- 
able expectation. 
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The details of what should be done will vary so much, depending not merely 
on the kind of work performed but also the form and organization of the busi- 
ness, the nature of the contracts made, etc., that I think it is impossible to do 
more than state the general considerations which I have set forth above. 


Answer: Inreply to your letter of June 11th, we have been unable to find in 
our list of clients for whom we have done cost work any firm of contractors en- 
gaged in bridge or highway building, and we assume that such an organization 
as the one you refer to would own and use on various jobs a somewhat exten- 
sive group of machines and equipment that are not required by the ordinary 
building contractor. If that is the case, there would be an overhead expense 
for the use of machinery and equipment that does not enter into the ordinary 
building contractor’s problem. 

We have several building contractors who are using a somewhat uniform 
system of cost estimating and in each case these clients keep actual costs of 
labor and material under the job number, broken down into the various con- 
struction sections under which the original estimate was calculated. Over- 
head expenses in these instances consist primarily of administrative and office 
expenses, as the time keepers and foremen are charged as direct labor on the 
job, as calculated in the estimate. Consequently, overhead expense is a rela- 
tively small factor and is usually treated as a deduction from profits. In other 
words, an allowance is made in estimating the profits for the necessary over- 
head expense which the job must carry. 

On road work or bridge building, where considerable machinery and equip- 
ment must be owned and used by the contractor, the overhead charges for this, 
as well as such other items of overhead as are included in the office and ad- 
ministration of the business, might be pro-rated on the job on a direct-hour 
basis or possibly at an hourly rate for the use of the machinery and equipment. 


REGISTRARS’ RECORDS 


Question: The writer would appreciate your assistance in obtaining answers 
to the following specific questions covering records maintained by registrars of 
stock, particularly the records and procedure of the larger New York banks. 

1. Can anything be omitted from, and should anything be added to the fol- 
lowing information files of the registrar? 


(a) Specimen signatures of officers of transfer agent who may sign certifi- 
cates. 

(b) Certified copy of minutes authorizing the issuance of stock and specifying 
terms and conditions under which stock is to be issued. 

(c) Certified copy of minutes appointing registrar and authorizing registra- 
tion of . . . shares of stock. 

(d) Authenticated copy of authority from stock exchange for registration of 

. shares, and thereafter direct authority from stock exchange 

covering registration of additional shares. 


2. Should the registrar, by reference to certificate of incorporation and 
by-laws, determine whether or not stock issue is as provided for therein and as 
approved by the state, or does this responsibility rest with the transfer agent? 
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3. (a) Do the registrars keep a record of certificates issued and canceled, so 
as to be able to prepare a list of outstanding certificate numbers and 
number of shares to reconcile with total outstanding? 

(b) If not, why is it necessary for co-registrars currently to furnish each 
other with a detailed list of certificate numbers and shares registered 
and canceled where there is no change in amount outstanding? 


4. In addition to lists referred to in 3 (b), do the registrars keep any other 
record, such as a ledger sheet or card for each company, on which information 
under 1 is summarized, and to which daily totals of 3 (b) are posted? 


Answer: In reply to your inquiry concerning the records usually maintained 
by registrars of stock, particularly the larger New York banks and trust com- 
panies, it would not appear advisable to us to omit from the files of the registrar 
any of the information listed under 1 (a) to 1 (d) of your letter. What addi- 
tional information, if any, should be obtained by the registrar would of course 
depend upon the obligation assumed by the registrar under the particular 
agreements in force. 

The answer to question 2 also would depend upon the terms of these agree- 
ments. It is usual for a registrar to maintain information similar to that re- 
quired by a transfer agent. 

With regard to question 3, we do not know of any case where a registrar does 
not keep a record of certificates issued and canceled so as to be able to prepare 
a list of outstanding certificate numbers and number of shares outstanding. 
Registrars are appointed for the purpose of acting as a check on transfer agents 
to prevent over-issues of stock. 

With regard to question 4, it is usual for registrars to keep a “registration 
record,” or ledger, containing an account for each company for which the 
registrar acts. A specimen form of registration record is shown on page 157 of 
Trust Departments in Banks and Trust Companies by Clay Herrick, published 
(1929) by McGraw-Hill Book Co., Inc. 


Answer: In reply to your letter regarding the records maintained by regis- 
trars of stock, we would answer the questions appearing therein by number, as 
follows: 


1. We do not think anything should be omitted from the matters listed. 

2. Our understanding is that the registrar is not obligated to make inquiry 
regarding the regularity of the matters mentioned, this responsibility resting 
entirely on the transfer agent. 

3. (a) Yes. The names in which certificates are issued are not recorded, 
however, the record being by certificate numbers. 

4. All the information listed under item (1) of your letter is in the files in 
such form that it is available for immediate reference. We do not recall any 
instances where ledger sheets or special cards were used for recording it, but 
presume the maintenance of such records would depend largely on the system 
adopted by each registrar. 
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